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March 21, 2007

Deax Severn Bancorp, Inc. Shareholderé:

While 2006 brought another year of record earnings, the pace at which earnings increased
has declined. Net income increased to $1.72 per share in 2006 compared to $1.59 per share in
2005, which was an increase of just over §%. The earnings increase from 2005 to 2006 was over
12%. Beginning about mid-year in 2006 we noticed a significant drop in real estate loan
demand, while at the same time our interest rate spread (the difference between what we pay
depositors and what we eam on our loans) began to shrink. As a result, the pace of eamings in
the second half of 2006 began to recede. This trend has continued going into 2007, and this year
will present a continuing challenge to the company to find attractive loans to originate while
attempting to maximize our spread.

Asset quality has become another area that the company has devoted resources toward, as
nonperforming assets jumped to almost $6 million at year end 2006 compared to $1.7 million at
the end of 2006. This is clearly a result of the weakening residential real estate market.

As a specialist in real estate lending our business operates in a cyclical environment. We
have operated in a great environment for the last five years, or more, and now the environment
has changed. It is uncertain how long the down turn may last. We believe the company operates .
in an area that should be able to absorb the apparent glut of residential real estate within a
reasonable time. In the meantime we will continue to focus on adding loans to the portfolio that
we feel are appropriate.

The company has moved into its new headquarters facility at Westgate Circle in
Annapolis. This was a good move and I fully expect this asset to appreciate over the years in the

heart ‘of a new developing district. With the opening of our headquarters, Severn now has its
fourth retail bank branch.

2007 will prove challenging for community banks, and we will continue to search for
opportunities to enhance value to this company.

Sinczrely,

Alan J. Hyatt
President




Severn Bancorp Financial Highlights
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Severn Bancorp, Inc.
Financial Highlights
(dollars in thousands, except per share information)

As of December 31,

2008 2005 2004 2003 2002
Balance Sheet Dala:
Total assets $911,916 $849,774 $703,616 $540,471 $458.415
Total Ioans, net (including loans held for sale) 835,477 779,333 656,967 506,026 418,825
Total non-performing assets 5,927 1,693 939 463 1,982
Deposits 626,524 594,893 527,413 419,726 377,925
Short-term borrowings 18,000 26,000 - 6,000 -
Long-term bomowings 155,000 132,000 89,000 59,000 34,000
Subordinated debentures 20,619 20,619 20,619 - -
Stockholders’ eqguity 86,442 72,712 60,154 48,970 39,181
Book value per share® 9.45 7.95 6.57 535 4.30

For the Year Ended December 31,

2006 2005 2004 2003 2002

Qperations Data:
Net interest income $38,115 $35,180 $30,198 $24 746 $19,603
Net interest income after provision for loan losses 36,554 33,610 28,998 23,846 18,933
Non-interest income 3,867 2,748 3,402 4,674 4,133
Non-interest expense 14,065 12,878 11,211 9,616 8.447
Net income 15,748 14,554 12,931 11,329 8.948
Basic earnings per share * 1.72 1.59 1.42 1.22 0.96
Diluted eamings per share * 1.72 1.59 1.42 1.22 0.96
Common Stock Cash dividends declared per share” 0.24 0.22 0.18 0.15 0.11
Common Stock dividends declared per share to

diluted earnings per share * . 13.95% . 13.84% 13.38% 12.30% 11.46%
Waeighted number of shares outstanding basic * 9,150,263 9,150,002 9,150,002 9,122,445 9,002,814
Weighted number of shares outstanding diluted * 9,153,687 9,150,002 9,150,002 9,146,064 9,027,091
Performance Ratios:
Return on average assets 1.77% 1.84% 2.02% 2.23% 2.14%
Return on average eguity 19.58% 21.85% 23.56% 25.22% 25.58%
Interest rate spread . 4.20% 4.32% 4.60% 477% 4.59%
Net interest margin 4.50% 4.58% 4.81% 4.99% 4.86%
Non-interest expense to average assets 1.58% 1.63% 1.75% 1.89% 2.02%
Efficiency ratio 33.50% 33.95% 33.37% 32.69% 35.59%

* Retroactively adjusted to reflect 10% stock dividend declared February 21, 2006 effective for shares outstanding on March 28, 2008, a two-for-
one stock spiit declared November 17, 2004 effective for shares outstanding December 15, 2004; and three-for-one stock split declared Februa
19, 2002 effective for shares outstanding as of March 1, 2002 , .




- UNITED STATES
SECURITIES AND EXCHANGE COMMISSION .
Washington, D.C. 20549

Form 10-K

For Annual and Transition Report Pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934

[X] Annual Report Pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934
For the fiscal year ended December 31, 2006.

or
[ ] Transition Report Pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934
For the transition pzriod from to

Commission File Number 0-49731 |
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MARYLAND 52-1726127

(State or other jurisdiction (I.R.S. Employer Identification Number}
of incorporation or organization)

200 Westgate Circle, Suite 200, Annapolis, 21401
Maryland
(Address of pnincipal executive offices) (Zip Code)

Registrant's telephone number, including area code: {410) 260-2000

Securities registered pursuant 1o Section 12(b) of the Act:

Title of Each Class : Name of Each Exchange on Which Registered
Common Stock, par value $.01 per share The Nasdaq Stock Market, LLC

Securities registered pursuant to Section 12(g) of the Act: None

Indicate by check mark if the registrant is a well-known seasoned issuer, as defined in Rule 405 of the
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SPECIAL NOTE REGARDING FORWARD-LOOKING STATEMENTS

Severn Bancorp, Inc. (“Bancorp™) may from time to time make written or oral “forward-looking statements™,
including statements contained in Bancorp’s filings with the Securities and Exchange Commission (including this
Annual Report on Form 10-K and the exhibits thereto), in its reports to stockholders and in other communications
by Bancorp, pursuant to the “safe harbor” provisions of the Private Securities Litigation Reform Act of 1995.

In addition to the historical information contained herein, the following discussion contains forward-looking
statements that involve risks and uncertainties. Bancorp operations and actual results could differ significantly from
those discussed in the forward-looking statements. Some of the factors that could cause or contribute to such
differences include, but are not limited to, changes in the economy and interest rates in the nation and Bancorp’s
general market area. The forward-looking statements contained herein include, but are not limited to, those with
respect to management’s determination of the amount of loan loss allowance; the effect of changes in interest rates;
and changes in depasit insurance premiums.

Bancorp disclaims any intent or obligation to publicly update or revise any forward-looking statements,
regardless of whether new information becomes available, future developments occur or otherwise,




PART 1

Item 1. Business

General

Bancorp is a savings and loan holding company chartered in the state of Maryland in 1990. It conducts
business through three subsidiaries: Severn Savings Bank, FSB (“Bank™), its principal subsidiary; Louis Hyatt, Inc.
(“HC”), which is doing business as Hyatt Commercial, a commercial real estate brokerage and property
managemeni company; and SBI Mortgage Company (“SBI"), which holds mortgages that do not meet the
underwriting criteria of the Bank, and is the parent company of Crownsville Development Corporation
(“Crownsville”), which is doing business as Annapolis Equity Group (*AEG™), which acquires real estate for
syndication and investment purposes.

On December 17, 2004, Bancorp acquired all the common stock of newly formed Severn Capital Trust 1, a
Delaware business trust. Sevemn Capital Trust | issued $20,000,000 of trust preferred securities in a private
placement pursuant to an applicable exemption from registration under the Securities Act of 1933, as amended.
Bancorp irrevocably and unconditionally guarantees the trust preferred securities. The proceeds of the trust
preferred securities were used to purchase subordinated debentures of Bancorp.

The Bank has four branches in Anne Arundel County, Maryland, which offer a full range of deposit products,

and originate mortgages in its primary market of Anne Arundel County, Maryland and, to a lesser extent, in other
parts of Maryland, Delaware and Northern Virginia.

As of December 31, 2006, Bancorp had total assets of $911,916,000, total deposits of $626,524,000, and total
stockholders’ equity of $86,442,000. Net income of Bancorp for the year ended December 31, 2006 was
$15,748,000.

Bancorp's internet address is www.severmnbank.com. Bancorp makes available free of charge on
www.severnbank.com its annual report on- Form 10-K, quarterly reports on Form 10-Q and current reports on Form
8-K, and amendments to those reports filed or furnished pursuant to Section 13(z) or 15(d) of the Exchange Act, as
soon as reasonably practicable after it electronically files such material with, or furnish it to, the SEC.

In addition, we will provide, at no cost, paper or electronic copies of our reports and other filings made with
the SEC. Requests should be directed to:

5. Scott Kirkley
Executive Vice President
Severn Bancorp, Inc.

200 Westgate Circle, Suite 200
Annapolis, Maryland 21401

- The information on the website listed above, is not and should not be considered part of this Annual Report on
Form 10-K and is not incorporated by reference in this document, This website is and is only intended to be an
inactive textual reference.




Business of the Bank

The Bank was organized in 1946 in Baltimore, Maryland as Pompei Permanent Building and Loan
Association. It relocated to Annapolis, Maryland in 1980 and its name was changed to Severn Savings Association.
Subsequently, the Bank obtained a federal charter and changed its name to Sevemn Savings Bank, FSB. The Bank
operates four full-service branch offices, one administrative office and one accounting and servicing office. The
Bank operates as a federally chartered savings bank whose principal business is attracting deposits from the general
public and investing those funds in mortgage loans. The Barnk also uses advances, or loans from the Federal Home
Loan Bank of Atlanta, (“FHLB-Atlanta”) to fund its mortgage activities. The Bank provides a wide range of retail
and mortgage banking services. Deposit services include checking, savings, money market, time deposit and
individual retirement accounts. Loan services include various types of real estate, consumer, and commercial
lending. The Bank also provides safety deposit boxes, ATMs, debit cards, internet and telephone banking.

The Bank’s revenues are derived principally from interest earned on mortgage loans, fees charged in
connection with the loans and banking services, and gains realized from the sale of mortgage loans. The Bank’s
primary sources of funds are deposits, advances from the FHLB-Atlanta, principal amortization and prepayment of
its loans. The principal executive offices of the Bank are maintained at 200 Westgate Circle, Suite 200, Annapolis
Maryland, 21401. [ts telephone number is 410-260-2600 and its ¢-mail address is mailman@severnbank.com.

In addition to its deposit and lending activities, the Bank offers title insurance and real estate settlement
services through its wholly owned subsidiary, Homeowner’s Title and Escrow Corporation (“Homeowner’s™).

As of December 31, 2004, the Bank owned all of the Common Stock of Severn Preferred Capital Corporation
(“Severn Capital™). On December 22, 2004, the Bank announced it was liquidating Severn-Capital and redeeming
the outstanding preferred stock at $20 per share on January 31, 2005. Severn Capital was a real éstate investment
trust that issued and had outstanding 200,002 shares of Series A Preferred Stock. The preferred stock had an
aggregate outstanding balance of $4,000,040 at December 31, 2004, which qualified as regulatory capital of the
Bank. The Series A Preferred Stock paid a 9% annual non-cumulative dividend. On January 31, 2005, the Bank
liquidated Severn Capital and redeemed the outstanding preferred stock at $20 per share.

The Thrift Industry

Thrift institutions are financial intermediaries which historically have accepted savings deposits from the
general public and, to a lesser extent, borrowed funds from outside sources and invested those deposits and funds
primarily in loans secured by first mortgage liens on residential and other types of real estate. Such institutions may
also invest their funds in various types of short- and long-term securities. The deposits of thrift institutions are
insured by the Savings Association Insurance Fund (“SAIF”) as administered by the Federal Deposit Insurance
Corporation (“FDIC"), and these institutions are subject to extensive regulations. These regulations govern, among
other things, the lending and other investment powers of thrift institutions, including the terms of mortgage
instruments these institutions are permitted to utilize, the types of deposits they are permitted to accept, and reserve
requirements.

The operations of thrift institutions, including those of the Bank, are significantly affected by general
economic conditions and by related monetary and fiscal policies of the federal government and regulations and
policies of financial institution regulatory authorities, including the Board of Govemnors of the Federal Reserve
System (the “FRB™) and the Office of Thrift Supervision (“OTS”). Lending activities are influenced by a number
of factors including the demand for housing, conditions in the construction industry, and availability of funds.
Sources of funds for lending activities include savings deposits, loan principal payments, proceeds from sales of
loans, and borrowings from the Federal Home Loan Bank (“FHLB") and other sources. Savings flows at thrift
institutions such as the Bank are influenced by a number of factors including interest rates on competing
investments and levels of personal income.




Earnings

The Bank’s eamings depend primarily on the difference between income from interest-earning assets such as
loans and investments, and interest paid on interest-bearing liabilities such as deposits and borrowings. The Bank
typically engages in long-term mortgage lending at fixed rates of interest, generally for periods of up to 30 years,
while accepting deposits for considerably shorter periods. However, many of the Bank’s long-term fixed-rate loans
are sold in the secondary market, resulting in gains on the sale of such loans by the Bank.

Generally, rapidly rising interest rates cause the cost of interest-bearing liabilities to increase more rapidly than
yields on interest-eaming assets, thereby adversely affecting the earnings of many thrift institutions, While the
industry has received expanded lending and borrowing powers in recent years permitting different types of
investments and mortgage loans, including those with floating or adjustable rates and those with shorter terms,
carnings and operations are still highly influenced. by levels of interest rates and financial market conditions and by
substantial investments in long-term mortgage loans.

Competition

The Annapolis, Maryland area has a high density of financial institutions, many of which are significantly
larger and have greater financial resources than the Bank, and all of which are competitors of the Bank to varying
degrees. The Bank’s competition for loans comes primarily from savings and loan associations, savings banks,
mortgage banking companies, insurance companies, and comimercial banks. Hts most direct competition for deposits
has historically come from savings and loan associations, savings banks, commercial banks, and credit unions. The
Bank faces additional competition for deposits from short-term money market funds and other corporate and
government securities funds. The Bank also faces increased competition for deposits from other financial
institutions such as brokerage firms and insurance companies. The Bank is a community-oriented financial
institution serving its market area with a wide selection of mortgage loans. Management considers the Bank’s
reputation for financial strength and customer service as its major competitive advantage in attracting and retaining
customers in its market area. The Bank also believes it benefits from its community orientation.

Net Interest Income

Net interest income increases during periods when the spread between the Bank’s weighted average rate at
which new loans are originated and the weighted average cost of interest-bearing liabilities widens. Market factors
such as interest rates, competition, consumer preferences, the supply of and demand for housing, and the availability
of funds affect the Bank’s ability to originate loans.

The Bank has supplemented its interest income through purchases of investments when appropriate. This
activity generates positive interest rate spreads on large principal balances with minimal administrative expense.

Interest Rate and Volume of Interest-Related Assets and Liabilities

Both changes in rate and changes in the composition of the Bank’s interest-eamning assets and interest-bearing
liabilities can have a significant effect on net interest income.

For information concerning the extent to which changes in interest rates and changes in volume of interest-
related assets and liabilities have affected the Bank’s interest income and expense during the fiscal years ending
December 31, 2006 and 2005, refer to Item 6, “Selected Financial Data - Rate Volume Table”.

Market Area

The Bank’s market area for deposit gathering is primarily Anne Arundel County, Maryland and nearby areas,
due to its four branch locations, all located in Anne Arundel County. The principal business of the Bank is
attracting deposits from the general public and investing those deposits, together with other funds, in mortgage and
consumer loans, mortgage-backed securities and investment securities. The Bank's revenues are derived principally




from interest earned on mortgage, consumer and other loans, fees charged in connection with loans and banking
services, interest and dividends earned on other investments. The Bank’s primary sources of funds are deposits and
loan interest, principal amortization and prepayments.

The primary focus of the Bank’s lending activities has been on first mortgage loans secured by real estate for
the purpose of purchasing, refinancing, developing and constructing one-to-four family residences and commercial
properties in and near Anne Arundel County, Maryland. The Bank does originate mortgage loans throughout the
state of Maryland, Northern Virginia and Delaware. The Bank is an active participant in the secondary market and
sells substantially all fixed-rate long-term mortgages that it originates.
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Lending Activities

General

The Bank originates mortgage loans of all types, including residential, residential-construction, commercial-
construction, commercial and land and residential lot loans. To a lesser extent, the Bank also originates non-

mortgage loans, which include consumer, business and commercial loans. These loans constitute a small part of the
Bank’s portfolio.

The Bank originated and funded $285,820,000 and $326,315,000 of mortgage loans for the years ended
December 31, 2006 and 2005, respectively. '

Loan Origination Procedures

The following table contains information on the activity of the Bank s loans held for sale and its loans held for
investment in its portfolio:

For the Years ended December 31,
2006 2005 2004
(doltars in thousands)

Held for Sale:
Beginning balance $3,216 $6,654 $3,175
Originations ’ 31,322 73,766 74,352
Net sales (31,568) (77,204) (70,873}
Ending batance $2,970 $3.216 56,654

Held for investrment:

Beginning balance §924,777 $783,600 $605,047
Originations and purchases 260,715 252,525 262,278
Repayments/payoffs (234,500) (111,348) (83,725)

Ending balance $950,922 $924,777 $783,600

The Bank originates residential mortgage loans that are intended for sale in the secondary market as well as
Joans that are to be held in the Bank’s investment portfolio. Loans sold in the secondary market are primarily sold
to investors with which the Bank maintains a correspondent relationship. These loans are made in conformity with
standard underwriting criteria to assure maximum eligibility for possible resale in the secondary market, and are
approved either by the Bank’s underwriter or the correspondent’s underwriter. Loans considered for the Bank’s
portfolio are approved by the Bank’s loan committee, which includes two Executive Vice Presidents. Meetings of
the loan committee are open to attendance by any member of the Bank's Board of Directors who wishes to attend.
The loan committee reports to and consults with the Board of Directors in interpreting and applying the Bank’s
lending policy, and for loan approval on any single loan over 32 million, or loan relationships over $5 million.




Loans that are sold are typically long-term (15 or more years) loans with fixed interest rates eligible for resale
in the secondary market. Loans retained for the Bank’s porifolio include construction loans, commercial loans and
loans that periodically reprice or mature prior to the end of an amortized term. Loans are generally sold with
servicing released. However, as of December 31, 2006, the Bank was servicing $923,000 in loans for Federal
Home Loan Mortgage Corporation (“FHLMC™) and $58,869,000 in loans for other investors.

The following table contains information, as of December 31, 2006, on the percentage of fixed-rate single-
family loans serviced for others by the Bank, by interest rate category.

Coupon range Percentage of Portfolio
Less than 5.00% 43.3%

" 5.01-6.00% 0.0%
6.01 - 7.00% 4.0%
7.01 -8.00% 41%
Cver 8.00% 48.6%
100.0%

The Bank’s mortgage loan approval process is intended to assess the borrower’s ability to repay the loan, the
viability of the loan, and the adequacy of the value of the property that will secure the loan. The authority of the
loan committee to approve loans is established by the Board of Direciors and currently is commensurate with the
Bank’s limitation on loans to one borrower. The Bank’s maximum amount of loans to one borrower currently is
equal to 15% of the Bank’s unimpaired capital, or $14,917,000 as of December 31, 2006, Loans greater than this
amount require participation by one or more additional lenders. Letters of credit are subject 1o the same limitations
as direct loans. The Bank utilizes independent qualified appraisers approved by the Board of Directors to appraise
the properties securing its loans and requires title insurance or title opinions so as to insure that the Bank has a valid
lien on the mortgaged real estate, The Bank requires borrowers to maintain fire and casualty insurance on its
secured properties.

The procedure for approval of construction loans is the same for residential mortgage loans, except that the
appraiser evaloates the building plans, construction specifications, and estimates of construction costs. The Bank
also evaluates the feasibility of the proposed construction project and the experience and track record of the
developer. In addition, all construction loans generally require a commitment from a third-party lender or from the
Bank for a permanent long-term loan to replace the construction loan upon completion of construction.

Commercial Real Estate Loans

At December 31, 2006, the Bank’s commercial real estate loan portfolio totaled $193,299,000, or 20.3% of the
Bank's total loan portfolio, All of the Bank’s commercial loans are secured by improved property such as office
buildings, retail strip shopping centers, industrial condominium units and other small businesses most of which are
located in the Bank’s primary lending area. The largest commercial real estate loan outstanding at December 31,
2006 was a $4,379,000 loan secured by an office building in Annapolls Maryland. This loan has consistently.
performed in accordance with the terms of the debt instrument.

Loans secured by commercial real estate properties generally involve a greater degree of risk than residential
morigage loans. Because payments on loans secured by commercial real estate properties are often dependent on
the successful operation or management of the properties, repayment of these loans may be subject to a greater
extent to adverse conditions in the real estate market or the economy.




Construction Loans

The Bank originates loans to finance the construction of one-to-four family dwellings, and to a lesser extent,
commercial real estate. It also originates loans for the acquisition and development of unimproved property to be
used for residential and/or commercial purposes in cases where the Bank is to provide the construction funds to
improve the properties. As of December 31, 2006, the Bank had 577 construction loans outstanding in the gross

aggregate amount of $339,122,000, representing 35.6% of its loan portfolio, of which $104,747,000 was
unadvanced.

Construction loan amounts are based on the appraised value of the property and, for builder loans, a feasibility
study as to the potential marketability and profitability of the project. Construction loans generally have terms of up
to one year, with reasonable extensions as needed, and typically have interest rates that float monthly at margins
ranging % percent to 2 percent above the prime rate. In addition to builders’ projects, the Bank finances the
construction of single family, owner-occupied houses where qualified contractors are involved and on the basis of
strict written underwriting and construction loan guidelines. Construction loans are structured either to be
converted to permanent Joans with the Bank upon the expiration of the construction phase or to be paid off by
financing from another financial institution.

Construction loans afford the Bank the opportunity to increase the interest rate sensitivity of its loan portfolio
and to receive yields higher than those obtainable on loans secured by existing residential properties. These higher
yields correspond to the higher risks associated with construction lending. Construction loans involve additional
risks attributable to the fact that loan funds are advanced upon the security of the project under construction that is
of uncertain value prior to its completion. Because of the uncertainties inherent in estimating construction costs as
well as the market value of the completed project and the effects of governmental regulation of real property, it is
relatively difficult to value accurately the total funds required to complete a project and the related loan-to-value
ratio. As a result, construction lending often involves the disbursement of substantial funds with repayment
dependent, in part, on the ultimate success of the project rather than the ability of the borrower or guarantor 1o repay
principal and interest. If the Bank is forced to foreclose on a project prior to or at completion, due to a default, there
can be no assurance that the Bank will be able to recover all of the unpaid balance of the loan as well as related
foreclosure and holding costs. In addition, the Bank may be required to fund additional amounts to complete the
project and may have to hold the property for an unspecified period of time. The Bank has attempted to address
these risks through its underwriting procedures and its limited amount of construction lending on multi-family and
comimercial real estate properties.

It is the policy of the Bank to conduct physical inspections of each property secured by a construction or
rehabilitation loan for the purpose of reporting upon the progress of the construction of improvements. These
inspections, referred to as “construction draw inspections,” are to be performed at the time of a request for an
advance of construction funds. If no construction advance has been requested, a fee inspector or senior officer of
the institution makes an inspection of the subject property at least quarterly.

Multi-Family Lending

The Bank occasionally originates multi-family loans with terms up to 30 years, but with rate adjustments or
balloon payments generally at three to five years. These loans are generally made in amounts up to 75% of the
appraised value of the secured property. In making these loans, the Bank bases its underwriting decision primarily
on the net operating income generated by the real estate to support the debt service, the financial resources and
income level of the borrower, the borrower’s experience in owning or managing similar property, the marketability
of the property and the Bank’s lending experience with the borrower. The Bank also typically receives a personal
guarantee from the borrower. As of December 31, 2006, $5,399,000, or 0.6% of the Bank’s total loan portfolio,
consisted of multi-family residential loans.




Land and Residential Building Lots

Land loans include loans to developers for the development of residential subdivisions and loans on
unimproved lots primarily to individuals. At December 31, 2006 the Bank had outstanding land and residential
building lot loans totaling $96,639,000, or 10.1% of the Bank's total loan portfolio. The largest of these loans is for
$4,498,000, is secured by residentially zoned land in Ocean View, Delaware, and has performed in accordance with
the terms of the debt instrument. Land development loans typically are short-term loans; the duration of these loans
is typically not greater than three years. The interest rate on land loans is generally at least 1% or 2% over the prime
rate. The loan-to-value ratio generally does not exceed 75%. Loans typically are made to customers of the Bank
and developers and contractors with whom the Bank has had previous lending experience. In addition to the
customary requirements for this type loan, the Bank may also require a satisfactory Phase I environmental study and
feasibility study to determine the profit potential of the developtent.

Consumer and Other Leans

The Bank also offers other loans, primarily business and commercial loans. These are loans to businesses are
not secured by real estate although equipment, securities, or other collateral may secure them. They constitute a
relatively small part of the Bank’s business, and typically are offered to customers with long-standing relationships
with the Bank. At December 31, 2006, $8,357,000, or 0.9%, of the loan portfolio consisted of business and
commercial loans. In addition, approximately 0.2% of the loan portfolio was in consumer loans.

Loan Portfolio Cash Flows

The following table sets forth the estimated maturity of the Bank’s loan portfolios by type of loan at December
31, 2006. The estimated maturity refiects contractual terms at December 31, 2006. Contractual principal
repayments of loans do not necessarily reflect the actual term of the Bank’s loan portfolios. The average life of
mortgage loans is substantially less than their contractual terms because of loan prepayments and because of
enforcement of “due on sale” clauses. The average life of mortgage loans tends to increase, however, when current
mortgage loan rates substantially exceed rates on existing morigage loans.

Due Due after
Within 1 through Due after
orne year 5 years 5 years Total
(dollars in thousands)

Cne to four family residentia! $39,120 $60,843 $207.229 $307,192

Multifamily - 3,041 2,358 5,399

Commercial and industﬁal real estate 7577 59,874 128,265 195,716
Construction and land acquisition

and development loans 283,871 55,251 - 339,122

Land 32,108 56,451 8,080 96,639

Commercial, non-real estate 4,705 1,654 1,998 8,357

Consumer 219 1,008 279 1,537

Total $367.600 $238,153 $348,209 $953,962




The following table contains certain information as of December 31, 2006 relating to the loan portfolio of the
Bank with the dollar amounts of loans due afier one year that have fixed and floating rates. All loans are shown
maturing based upon contractual maturities and include scheduled payments but not possible prepayments.

Fixed Floating Total
(dollars in thousands}
One lo four family residential $131,387 $136,686 $268,073
Multifamily 2,425 2974 5,399
Commercial and industrial real estate 75,961 112,178 188,139
. Construction and land acquisition

and development loans 12,320 42,930 55,250
Land 39,217 25313 64,530
Commarcial, non-real estate 1,845 1,807 3,852
Consumer 1,318 - 1,319
Total $264.474 $321.888 $586,362

Leans to One Borrower

Under regulatory guidelines, the aggregate amount of loans that the Bank may make to one borrower is 15% of
the Bank's unimpaired capital and unimpaired surplus. The Bank’s largest single loan at December 31, 2006 was a
$7,000,000 line of credit secured by assignments of notes, Deeds of Trust, pledged stock and certificates of deposit.
The second largest loan is in the amount of $5,518,000 and is secured by four single-family dwellings in Potomac,
MD, Silver Spring, MD, Washington, DC and Annapolis, MD in addition to a life insurance policy. The third
largest loan is in the amount of $5,075,000 and is secured by commercial property located in Culpeper, VA.

Origination and Purchase and Sale of Loans

The Bank originates residential loans in conformity with standard underwriting criteria to assure maximum
eligibility for possible resale in the sccondary market. Although the Bank has authonity to lend anywhere in the
United States, they have confined their loan origination activities primarily to the states of Maryland, Virginia and
Delaware.

Loan originations are developed from a number of sources, primarily from referrals from real estate brokers,
builders, and existing and walk-in customers. The Bank also utilizes the services of loan brokers in its market area.
Loan brokers are paid on a commission basis (generaily 1% of the loan amount) for loans brokered to the Bank.

The Bank’s mortgage loan approval process is intended to assess the borrower's ability to repay the loan, the
viability of the loan, and the adequacy of the value of the property that will secure the loan. The loan commitiee of
the Bank can approve single residential and commercial loans up to $2 million, and loans that aggregate up to $5
million to one borrower. Single loans greater than $2 million, or relationships greater than $5 million, up to
$14,917,000 (the maximum amount of a loan to one borrower as of December 31, 2006) must also have Board of
Director approval. The Bank utilizes independent qualified appraisers approved by the Board of Directors to
appraise the properties securing its loans and requires title insurance or title opinions so as to insure that the Bank
has a valid lien on the mortgaged real estate. The Bank requires borrowers to maintain fire and casualty insurance
on its secured properties.

The procedure for approval of construction loans is the same as for residential mortgage loans, except that the
appraiser evaluates the building plans, construction specifications, and estimates of construction costs. The Bank
also evaluates the feasibility of the proposed construction project and the experience and track record of the
developer. In addition, all construction loans generally require a commitment from a third-party lender or from the
Barik for a permanent long-term loan to replace the construction loan upon completion of construction.
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Consumer loans are underwritten on the basis of the borrower's credit history and an analysis of the borrower's
income angd expenses, ability to repay the loan, and the value of the collateral, if any.

Currently, it is the Bank’s policy te originate both fixed-rate-and adjustable-rate loans. The Bank is currently
active in the secondary market and sells the majority of its fixed-rate loan products.

Interest Rates, Points and Fees

The Bank realizes interest, point, and fee income from its lending activities. The Bank also realizes income
from commitment fees for making commitments to originate loans, from prepayment and late charges, loan fees,
application fees, and fees for other miscellaneous services.

The Bank accounts for loan origination fees in accordance with the Statement of Financial Accounting
Standards {“SFAS™) on Accounting for Nonrefundable Fees and Costs Associated with Originating or Acquiring
Loans ("SFAS No. 91") issued by the Financial Accounting Standards Board (the *FASB"). SFAS No. 91 prohibits
the immediate recognition of loan origination fees as revenues and requires that such income (net of certain direct
loan origination costs) for each loan be amortized, generally by the interest method, over the estimated- life of the
loan as an adjustment of yield. The Bank also realizes income from gains on sales of loans, and servicing released
fees for loans sold with servicing released.

Delinguency and Classified Assets
Delinquencies
The Board of Directors reviews delinquencies on all loans monthly. The Bank's collection procedures include
sending a past due notice to the borrower on the 17th day of nonpayment, making telephone contact with the

borrower between 20 and 30 days after nonpayment, and sending a letter afier the 30th day of nonpayment. A notice
of intent to foreclose is sent between 60 and 90 days after delinquency. When the borrower is contacted, the Bank

attempts to obtain full payment of the past due amount. However, the Bank generally will seek to reach agreement

with the borrower on a payment plan to avoid foreclosure.

The Bank categorizes its classified assets within four categories: Special Mention, Substandard, Doubtful and
Loss. Special Mention loans are 60 days or more in arrears and include all borrowers who are in bankruptcy that
have not missed any post-petition payments. The Bank reserves 5% on all Special Mention loans. Substandard
loans are loans that are 90 days or more delinquent and are loans that have borrowers in bankruptcy that have
missed a post-petition payment, The Bank reserves 15% of substandard loans. The Doubtful category consists of
loans where the Bank expects a loss, but not a total loss. Various subjective factors are considered with the most
important consideration being the estimated underlying value of the collateral. The Bank reserves 50% of the
amount of Doubtful loans. Loans that are classified as “Loss” are fully reserved.

All loans are individually evaluated if they are deemed classified. The Bank also evaluates all delinquent
loans, individually. The rest of the portfolio is evaluated as a group and a determination is made, periodically,
concerning the inherent risks associated with particular types of loans and an allowance is assigned to those
particular groups.

The Bank allocates reserves to its allowance for loan losses in two ways. Where the Bank has classified an
asset it generally allocates the percentage of that asset under its classification system to a specific reserve if the asset
is classified as Doubtful or Loss. In cases where loans are classified as Special Mention or Substandard the Bank
usually does not allocate its allowance for loan loss reserves to a specific reserve. The Bank does not allocate its
" allowance for loan losses based upon the unclassified portion of its loan portfolic to specific loan reserves.
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The following table sets forth information as to non-accrual loans. The Bank discontinues the accrual of
interest on loans 90 days or more past due, at which time all previously accrued but uncollected interest is deducted
from income. As of the most recent reported period, $416,000 would have been recorded for the year ended
December 31, 2006 if the loans had been current in accordance with their originat terms and had been outstanding
throughout the year ended December 31, 2006 or since their origination (if held for only part of the fiscal year). For
the year ended December 31, 2006, $188,000 in interest income on such loans was actually included in net income.

At December 31,
2006 2005 2004 2003 2002

{dollars in thousands)
Loans accounted for on a non-accrual basis:

Mortgage loans:

One-to-four family real estate ’ $3.487 51,893  $915 $378  $1,366
Home equity lines of credit - - - 50 -
Commercial 98 - - - 253
Land 2,342 - 24 24 139

Non-mortgage loans:
Consumer - . - 17 .

Commercial loans . R - - . .

Total non-accrual loans $5,927 $1,693 $939 $469 $1,758
Accruing loans greater than 90 days past due $- $ - $ - $ - $-
Foreclosed real-estate $970 $- $ - $ - $224
Total non-performing assets $6,897  $1,693 $£939 $469 $1,982
Total non-accrual loans to net loans 0.7% 0.2% 0.1% 0.1% 04%

Allowance for loan losses to tolal non-performing loans,

including ioans contractually past due 90 days or more 152.3% 443.3% 632.1% 1030.5% 227.0%
Total non-accrual and aceruing loans greater than

90 days past due to total assets 0.7% 0.2% 0.1% 0.1% 0.4%
Total non-performing assets to total assels 0.8% 0.2% 0.1% 0.1% 0.4%

Classified Assets and Allowance for 1.oan Losses

Federal regulations provide for the classification of loans and other assets, such as debt and equity securities,
considered by the OTS to be of lesser quality as “substandard,” “doubtful” or “loss assets.” An asset is considered
substandard if the paying capacity and net worth of the obligor ot the collateral pledged, if any, inadequately
protects it. Substandard assets include those characterized by the distinct possibility that the insured institution will
sustain some loss if the deficiencies are not corrected. Assets classified as doubtful have all of the weaknesses
inherent in those classified substandard with the added characteristic that the weaknesses present make collection or
liquidation in full highly questionable and improbable, on the basis of currently existing facts, conditions, and
values. Assets classified as loss assets are those considered uncollectible and of such little value that their
continuance as assets without the establishment of a specific loss reserve is not warranted. Assets that do not
currently. expose the insured institution to a sufficient degree of risk to warrant classification in one of these
categories but possess credit deficiencies or potential weakness are required to be designated special mention by
management.
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When an insured institution classifies problem assets as either substandard or doubtful, it is required to
establish general allowance for losses in an amount deemed prudent by management. General allowances represent
loss allowances which have been established to recognize the inherent risk associated with lending activities, but
which, unlike specific allowances, have not been allocated to particular problem assets. When an insured institution
classifies problem assets as loss assets, it is required either to establish a specific allowance for losses equal to the
full amount of the asset so classified or to charge-off such amount. An institution’s determination as to the
classification of its assets is subject to scrutiny by the OTS, which can require the establishment of additional
general or specific loss allowances. The Bank reviews monthly the assets in its portfolio to determine whether any
assets require classification in accordance with applicable regulations.

Total classified loans as of December 31, 2006 were $10,038,000. Allowance for loan losses as of December
31, 2006 was $9,026,000, which is 0.9% of gross loans receivable and 152.3% of total non-performing loans.

[see table on following page]
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The following table contains information with respect to Bancorp’s allowance for loan losses for the periods

indicated:
At or for the Year Ended
December 31
20086 2005 2004 2003 2002
{dollars in thousands)

Average loans outstanding, net $819,038 $738,028 $600,030 $466,512 $384,537
Total gross loans outstanding at end of period $953,962 - $927,993 $790,254 $608,222 $493,083
Total net lpans outstanding at end of period $835,477 $779,333 $656,967 $506.026 $418,825
Allowance batance at beginning of period $7.505 $5,935 $4,832 $3,991 $3,353
Provision for réan losses 1,561 1,570 1,200 900 670

Actual charge-offs
1-4 family residential real estate - - a7 25 -
Other 40 - - 34 32
Total charge-offs 40 - 97 59 32

Recoveries

Total recoveries - - - - -
Net charge offs - - 97 59 32
Aliowance balance at end of pericd $9.026 $7.505 $5,935 34.832 $3,991
Net charge offs as a percent of average loans 0.00% 0.00% 0.02% 0.01% 0.01%
Allowance for loan losses to total gross loans at end of period 0.95% 0.81% 0.75% 0.79% 0.81%
Allowance for loan losses to net loans at end of pericd 1.08% 0.96% 0.90% 0.95% 0.95%

Investment Activities

Federal thrift institutions, such as the Bank, have avtherity to invest in various types of liquid assets, including
United States Treasury obligations and securities of various federal agencies, certificates of deposit at insured
banks, bankers' acceptances and federal funds. As a member of the FHLB System, the Bank must maintain
minimurmn levels of liquid assets specified by the OTS, which vary from time to time. Subject to various regulatory
restrictions, federal thrift institutions may also invest a portion of their assets in certain commercial paper, corporate
debt securities and mutual funds whose assets conform to the investments that a federal thrift institution is
authorized to make directly.

The carrying amounts of the Bank’s investment securities held to maturity, as of the dates indicated are
presented in the following table:

At December 31,
2006 2005 2004
(dollars in thousands)

FHLB Notes $5.000 $5,000 $5,000
Mortgage-backed securities 2,271 3,290 4,955
Total Investment Securities Held to Maturity $7.271 $8,290 $8,955
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Deposits

Deposits are attracted principaily from within the Bank’s primary market areas through the offering of a
variety of deposit instruments, including passbook and statement accounts and certificates of deposit ranging in
terms from three months to five years. Deposit account terms vary, principally on the basis of the minimum balance
required, the time periods the funds must remain on deposit and the interest rate. The Bank also offers individual
retirement accounts. '

The Bank’s policies ara designed primarily to attract deposits from local residents rather than to solicit
deposits from areas outside their primary markets. Interest rates paid, maturity terms, service fees and withdrawal
penalties are established by the Bank on a periodic basis. Determination of rates and terms are predicated upon
funds acquisition and liquidity requirements, rates paid by competitors, growth goals and federal regulations.

Deposits in the Bank as of December 31, 2006, 2005 and 2004 consisted of savings programs described
below:

2006 2005 2004
(dollars in thousands)

NOW accounts $9.314 $7,683 $4,872
Money market accounts 89,120 99,911 131,014
Passbooks 18,526 17,505 18,198
Certificates of deposit 490,865 445 592 356,447
Non-interest bearing accounts 18,699 24202 16,882
Total deposits $626,524 $504,893 $527.413

- The following table contains information pertaining to the certificates of deposit held by the Bank in excess
of $100,000 as of December 31, 2006.

Jumbo Certificate
of Deposits
Time Remaining Until Maturity {doflars in thousands}
Less than three months $52,452
3 munths to 6 months 38,567
6 months to 12 months 67,112
Greater than 12 manths 42.464
Total $200,595
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Liguidity and Asset/Liability Management

Two major objectives of asset and liability management are to maintain adequate liquidity and to control the
interest sensitivity of the balance sheet.

Liquidity is the measure of a company’s ability to maintain sufficient cash flow to fund operations and to meet
financial obligations to depositors and borrowers. Liquidity is provided by the ability to attract and retain deposits
and by principal and interest payments on loans and maturing securities in the investment portfolio. A strong core
deposit base, supplemented by other deposits of varying maturities and rates, contributes to the Bank’s hiquidity.

Funds available through short-term borrowings and asset maturities are considered adequate to meet all current
needs, and management is continually monitoring the Bank’s liquidity position to meet projected needs.

Interest rate sensitivity is maintaining the ability to reprice interest earning assets and interest bearing liabilities
in relationship to changes in the general level of interest rates. Management attributes interest rate sensitivity to a
steady net interest margin through all phases of interest rate cycles. Management attempts to make the necessary
adjustments to constrain adverse swings in net interest income resulting from interest rate movements through gap
analysis and income simulation modeling technigues.

Short Term Borrowings

The Bank has an available line of credit, secured by various loans in its portfolio, in the amount of thirty
percent (30%) of its total assets, with the FHLB-Atlanta, As of December 31, 2006, the total available line of credit
with the FHLB-Atlanta for short term and long-term borrowings was $273,575,000. The Bank, from time to time,
utilizes the line of credit when interest rates are more favorable then obtaining deposits from the public: The
following table sets forth short-term borrowings with the FHLB-Atlanta, with original maturities of one year or less.

Years ended December 31,
2006 2005 2004
(dellars in thousands)

Short term borrowings and notes payable

Average balance outstanding during the peried $8,250 $25,833 $15,567
Maximum amount outstanding at any month-end during

the period 26,000 41,000 41,000
Weighted Average interest rate during the period 531% 3.30% 167%
Total shost term borrowings at period end 18,000 26,000 -
Waeighted average interest rate at period end 541% 3.33% 0.00%
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Emplovees

As of December 31, 2006, Bancorp and its subsidiaries had approximately 121 full-time equivalent emplayees.
Bancorp’s employees are not represented by any collective bargaining group, and management considers its
relations with its employees to be excellent.

Severn Capital

The Bank formed Severn Capital in 1997 for the purpose of acquiring, holding and managing mortgage loans.
Severn Capital had elected to be subject to tax as a real estate investment trust under the Internal Revenue Code of
1986, as amended, and regulations promulgated thereunder (the “Code™). The Bank owned all of the commeon stock
of Severn Capital and administered the day-to-day operations of Severn Capital for a fee. There were 200,002
shares of preferred stock of Severn Capital outstanding, which were held by third parties and which were reflected
as minority interest in the consolidated financial statements. Dividends on the preferred stock were payable

quarterly, in an amount equal to $1.80 per annum per preferred share. On January 31, 2005, the Bank liquidated
Severn Capital and redeemed the shares at $20 per share,

Hvatt Commercial

Bancorp acquired Hyatt Commercial, a real estate brokerage and property management company, in June
2001. Hyatt Commercial is a real estate brokerage company specializing in commercial real estate sales, leasing and
property management. It owns property at 1919 and 1919A West Street, which is leased to unrelated parties. Hyatt

Commercial has entered into an agreement to sell these properties, and is expected io settle on them in the first
quarter of 2007.

Crownsville Development Corpgration

Crownsville, which is doing business as AEG, is a subsidiary of $BI and is engaged in the business of
acquiring real estate for investment and syndication purposes. In 2006, AEG brokered the acquisition of three
properties in Delaware and facilitated the syndication of the properties.

SBI Mortgage Company

SBI is a subsidiary of Bancorp that has engaged in the origination of mortgages not suitable for the Bank. it
owns subsidiary companies that have or are negotiating to purchase real estate for investment purposes. As of
December 31, 2006, SBI had $1,685,000 in outstanding mortgage loans and it had $408,000 invested in
subsidiaries, which funds were held in cash, pending potential acquisition of investment real estate.

HS West, LLC

HS West, LLC (“HS™) is a subsidiary of the Bank, and is constructing 2 building in Annapolis, Maryland that
effective January 2007 will serve as Bancorp’s and the Bank’s administrative headquarters. A branch office of the
Bank is included. As of December 31, 2006, HS West, LLC has incurred approximately $26,312,000 of costs,
which are included in land and construction in progress. The total cost, which includes build-out costs on leased
space, is expected to be approximately $28,060,000 with completion mid 2007. HS has entered into agreements to
lease all the remaining space in the building not occupied by the Bank and Bancorp.

Homeowners Title and Escrow Corporation

Homeowners Title and Escrow Corporation, is a subsidiary of the Bank, and is engaged in the business of
conducting loan settlements for the Bank.
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B

Regulation

Competition

The financial services industry in the Bank’s market area is highly competitive, including competition from
commercial banks, savings banks, credit unions, finance companies and non-bank providers of financial services.
Several of the Bank’s competitors have legal lending Hmits that exceed that of the Bank’s, as well as funding
sources in the capital markets that exceeds the Bank’s availability. The increased competition has resulted from a
changing legal and regulatory climate, as well as from the economic climate.

General

‘ Savings and loan holding companies and savings associations are extensively regulated under both federal and
state law. This regulation is intended primarily for the protection of depositors and the DIF and not for the benefit
of stockholders of Bancorp. The following information describes certain aspects of that regulation applicable to
Bancorp and the Bank, and does not purport to be complete. The discussion is qualified in its entirety by reference
to all particular statutory or regulatory provisions.

Regulation of Bancorp

General. Bancorp is a unitary savings and loan holding company subject to regulatory oversight by the OTS.
As such, Bancorp is required to register and file reports with the OTS and is subject to regulation and examination
by the OTS. In addition, the OTS has enforcement authority over Bancorp and its subsidiaries, which also permits
the OTS to restrict or prohibit activities that are determined to be a serious risk to the subsidiary savings association.

Activities Restriction Test. As a unitary savings and loan holding company, Bancorp generally is not subject
to activity restrictions, provided the Bank satisfies the Qualified Thrift Lender (“QTL") test or meets the definition
of domestic building and loan association pursuant to the Code. Bancorp presently intends to continue to operate as
a unitary savings and loan holding company. Recent legislation terminated the “unitary thrift holding company
exemption” for all companies that apply to acquire savings associations after May 4, 1999. Since Bancorp is
grandfathered, its unitary holding company powers and authorities were not affected. See “Regulation of Bancorp -
Financial Modernization Legislation.” However, if Bancorp acquires control of another savings association as a
separate subsidiary, it would become a multiple savings and loan holding company, and the activities of Bancorp
and any of its subsidiaries {other than the Bank or any other DIF-insured savings association) would become subject
to restrictions applicable to bank holding companies unless such other associations each also qualify as a QTL or
domestic building and loan association and were acquired in a supervisory acquisition. Furthermore, if Bancorp
were in the future to sell control of the Bank to any other company, such company would not succeed to Bancorp
grandfathered status under the GLB (as defined below in “Regulation of Bancorp — Financial Services
Modernization Legislation™) and would be subject to the same business activity restrictions as any other bank
holding company. See “~ Regulation of the Bank - Qualified Thrift Lender Test.”

Restrictions on Acquisitions. Bancorp must obtain approval from the OTS before acquiring control of any
other DiF-insured association. Such acquisitions are generally prohibited if they result in a multiple savings and
loan holding company controlling savings associations in more than one state. However, such interstate
acquisitions are permitted based on specific state authorization or in a supervisory acquisition of a failing savings
association.

Federal law generally provides that no “person,” acting directly or indirectly or through or in concert with one
or more other persons, may acquire “control,” as that term 1s defined in OTS regulations, of a federally insured
savings association without giving at least 60 days written notice to the OTS and providing the OTS an opportunity
to disapprove the proposed acquisition. In addition, no company may acquire control of such an institution without
prior OTS approval. These provisions also prohibit, among other things, any director or officer of a savings and
loan holding company, or any individual who owns or controls more than 25% of the voting shares of a savings and
loan holding company, from acquiring control of any savings association not a subsidiary of the savings and loan
holding company, unless the acquisition is approved by the OTS. For additional restrictions on the acquisition of a

20




unitary thrift holding company, see “‘Regulation of Bancorp - Financial Services Modemization Legislation.”
Cenain individuals, including Alan J. Hyatt, Louis Hyatt, and Melvin Hyart, and their respective spouses
{(“Applicants™), filed an Application for Notice of Change In Control (“Notice™) in April 2001 pursuant to 12 CFR
Section 574.3(b). The Notice called for the Applicants to acquire up to 32.32% of Bancorp’s issued and
outstanding shares of stock of Bancorp by April 16, 2002. The OTS approved requests by the Applicants to extend
the time to consummate such acquisition of shares to January 4, 2008. The Applicants currently own approximately
29.25% of the total outstanding shares of Bancorp as of December 31, 2006.

Federal Securities Law. Bancorp’s securities are currently registered with the Securities and Exchange
Commission under the Securities Exchange Act of 1934, as amended. As such, Bancorp is subject to the

information, proxy solicitation, insider trading, and other requirements and restrictions of the Securities Exchange
Act of 1934,

The Sarbanes-Oxley Act of 2002. On July 30, 2002, the Sarbanes-Oxley Act of 2002 was enacted. The
Sarbanes-Oxley Act represents a comprehensive revision of laws affecting corporate governance, accounting
obligations and corporate reporting. The Sarbanes-Oxley Act is applicable to all companies with equity securities
registered or that file reports under the Securitics Exchange Act of 1934. In particular, the Sarbanes-Oxley Act
established: (i) new requirements for audit committees, including independence, expertise and responsibilities;
(i1) additional responsibilities regarding financizal statements for the Chief Executive Officer and Chief Financial
Officer of the reporting company; (iii) new standards for auditors and regulation of audits; (iv) increased disclosure
and reporting obligations for the reporting company and its directors and executive officers; and (v) new and
increased civil and criminal penalties for violations of the securities laws. Many of the provisions were effective
immediately while other provisions became effective over a period of time and are subject to rulemaking by the

SEC. Because Bancorp’s common stock is registered with the SEC, it is currently subject to the Sarbanes-Oxley
Act.

Throughout 2002 and 2003, the SEC and Nasdaq Stock Market issued new regulaticns affecting Bancorp’s
corporate governance and heightening its disclosure requirements. Among the many new changes are enhanced
proxy statement disclosures on corporate governance, stricter independence requirements for the Board of Directors
and its committees, and posting of various SEC reports on our website. The full impact of the Sarbanes-Oxley Act is
still uncertain and evolving, however the new legislation and implementing regulations have resulted in increased
costs of compliance, including certain outside professional costs.

We cannot predict what legislation might be enacted or what regulations might be adopted, or if enacted or
adopted, the effect thereof on our operations.

USA Patrior Act of 2001, On October 26, 2001, the Uniting and Strengthening Amenca by Providing
Appropriate Tools Required to Intercept and Obstruct Terrorism Act of 2001, or the USA Patriot Act of 2001 was
enacted. This act contains the International Money Laundering Abatement and Financial Anti-Terrorism Act of
2001, which sets forth anti-money laundering measures affecting insured depository institutions, broker-dealers and
other financial institutions. The Act requires U.S. financial institations to adopt new policies and procedures to
combat money laundering and grants the Secretary of the Treasury broad authority to establish regulations and to
impose requirements and restrictions on the operations of finarcial institutions.

Financial Services Modernization Legislation. In November 1999, the Gramm-Leach-Bliley Act of 1999
(the “GLB”) was enacted. As a result of GLB new opportunities became available to financial institution holding
companies as it removed the restrictions that resulted from a regulatory framework that had its origin in the Great
Depression of the 1930s. In addition, the GLB also contains provisions that expressly preempt any state law
restricting the establishment of financial affiliations, primarily related to insurance.

The general effect of GLB is to permit banks, other depository institutions, insurance companies and securities
firms to enter into combinations that result in a single financial services organization to offer customers a wider
array of financial services and products, through a new entity known as a “financial holding company.” “Financial
activities” is broadly defined to include not only banking, insurance and securities activities, but other activities
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incidental to such financial activities or complementary activities that do not pose a substantial risk to the safety and
soundness of depository institutions or the financial system generally.

The GLB also permits national banks to engage in expanded activities through the formation of financial
subsidiaries. A national bank may have a subsidiary engaged in any activity authorized for national banks directly or
any financial activity, except for insurance underwriting, insurance investments, recal estate investment or
development, or merchant banking, which may only be conducted through a subsidiary of a financial holding

company. Financial activities include all activities permitted under new sections of the Bank Holding Company Act
or permitted by regulation.

To the extent that the GLB permits banks, securities firms and insurance companies to affiliate, the financial
services industry may experience further consolidation. The GLB is intended to grant to community banks certain
powers as a matter of right that larger institutions have accumulated on an ad hoc basis and which unitary savings
and loan holding companies already possess. Nevertheless, the GLB may have the result of increasing the amount of
competition that Bancorp and the Bank faces from larger institutions and other types of companies offering financial
products, many of which may have substantially more financial resources than Bancorp and the Bank.

Maryland Corporation Law. Bancorp is incorporated under the laws of the State of Maryland, and is

therefore subject to regulation by the state of Maryland. The rights of Bancorp’s stockhelders are governed by the
Maryland General Corporation Law.

Regulation of the Bank

General. As a federally chartered, DIF-insured savings association, the Bank is subject to extensive regulation
by the OTS and the FDIC. Lending activities and other investments of the Bank must comply with various statutory
and regulatory requirements. The Bank is also subject to certain reserve requirements promulgated by the FRB.

The OTS, in conjunction with the FDIC, regularly examines the Bank and prepares reports for the
consideration of the Bank’s Board of Directors on any deficiencies found in the operations of the Bank. The
relationship between the Bank and depositors and borrowers is also regulated by federal and state laws, especially in
such matters as the ownership of savings accounts and the form and content of mortgage documents utilized by the
Bank.

The Bank must file reports with the OTS and the FDIC concerning its activities and financial condition, in
addition to obtaining regulatory approvals prior to entering into certain transactions such as mergers with or
acquisitions of other financial institutions. This regulation and supervision establishes a comprehensive framework
of activities in which an institution can engage and is intended primarily for the protection of the DIF and
depositors. The regulatory structure also gives the regulatory authorities extensive discretion in connection with
their supervisory and enforcement activities and examination policies, including policies with respect to the
classification of assets and the establishment of adequate loan loss reserves for regulatory purposes. Any change in
such regulations, whether by the OTS, the FDIC or the Congress could have a material adverse impact on Bancorp,
the Bank, and their operations.

Regulatory Capital Requirements. The federal banking agencies have adopted risk-based minimum capital
guidelines intended to provide a measure of capital that reflects the degree of risk associated with a banking
organization’s operations for both transactions reported on the balance sheet as assets and transactions which are
recorded as off balance sheet items. Under these guidelines, nominal dollar amounts of assets and credit equivalent
amounts of off balance sheet items are multiplied by one of several risk adjustment percentages, which range from
0% for assets with low credit risk federal banking agencies, to 100% for assets with relatively high credit risk.

The risk-based capital ratio is determined by classifying assets and certain off-balance sheet financial
instruments into weighted categories, with higher levels of capital being required for those categories perceived as
representing greater risk. Under the capital guidelines, a banking organization’s total capital is divided into tiers.
“Tier I capital” consists of (1) common equity, (2) qualifying noncumulative perpetual preferred stock, (3) a limited
amount of qualifying cumulative perpetual preferred stock and (4) minority interests in the equity accounts of
consolidated subsidiaries (including trust-preferred securities), less goodwill and certain other intangible assets. Not
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more than 25% of qualifying Tier I capital may consist of trust-preferred securities. “Tier 11 capital” consists of
hybrid capital instruments, perpetual debt, mandatory convertible debt securities, a limited amount of subordinated
debt, preferred stock that does not qualify as Tier 1 capital, a limited amount of the allowance for loan and lease
losses and a limited amount of unrealized holding gains on equity securities. “Tier 111 capital” consists of qualifying
unsecured subordinated debt. The sum of Tier I1 and Tier 111 capital may not exceed the amount of Tier | capital.

In addition, the guidelines require a minimurn ratio of qualifying total capital to risk-adjusted assets of 8% and
a minimum ratio of Tier 1 capital to risk-adjusted assets of 4%. In addition to the risk-based guidelines, federal
banking regulators require banking organizations to maintain a minimum amount of Tier | capital to total assets,
referred to as the leverage ratio. For a banking organization rated in the highest of the five categories used by
regulators to rate banking organizations, the minimum leverage ratio of Tier 1 capital to total assets must be 3%. In
addition to these uniform risk-based capital guidelines and leverage ratios that apply across the industry, the
regulators have the discretion to set individual minimum capital requirements for specific institutions at rates
significantly above the minimum guidelines and ratios. The Bank is not subject to any such individual minimum
regulatory capital requirement.

As shown below, the Bank’s regulatory capital exceeded all minimum regulatory capital requirements
applicable to it as of December 31, 2006.

Required To Be Weil Capitalized

Required For Capiral Under Prompt Corrective Action
Actual Adequacy Purposes Provisions
Amount % Amount % Amount %

(dollars in thousands)
December 31, 2006

Tangible' (1} £99.445 11.0% 513,513 1.50% N/A N/A
Tier | capital (2) 99,445 13.1% N/A N/A $45.582 6.00%
Core (1) 99,445 11.0% 36.034 4.00% 45,043 5.00%
Total (2) J0R.452 14.3% 60,776 B.00% 75971 10.00%
December 31, 2005

Tangible (1) §86,354 10.3% $12,619 1.50% NIA N/A
Tier I capital (2) 86,354 12.2% N/A N/A $42,395 6.00%
Core (1) 86,354 10.3% 33,651 4.00% 42064 5.00%
Total (2) 93,851 13.3% 56,527 8.00% 70,659 10.00%

(1} To adjusted rotal assets,
(2} To risk-weighted assets.

The Home Owners’ Loan Act (“HOLA™) permits savings associations not in compliance with the OTS capital
standards to seek an exemption from certain penalties or sanctions for noncomphiance. Such an exemption will be
granted only if certain strict requirements are met, and must be denied under certain circumstances, If an exemption
is granted by the OTS, the savings association still may be subject to enforcement actions for other violations of law
or unsafe or unsound practices or conditions.

Safety and Soundness Standards. Pursuant to the requirements of the Federal Deposit Insurance Corporation
Improvement Act, as amended by the Riegle Community Development and Regulatory Improvement Act of 1994,
each federal banking agency, including the OTS, has adopted guidelines establishing gen'eral standards relating to
internal controls, information and internal audit systems, loan documentation, credit underwriting, interest rate
exposure, asset growth, asset quality, eamings and compensation, fees and benefits. In general, the guidelines
requite, among other things, appropriate systems and practices to identify and manage the risks and exposures
specified in the guidelines. The guidelines prohibit excessive compensation as an unsafe and unsound practice and
describe compensation as excessive when the amounts paid are unreasonable or disproportionate to the services
performed by an executive officer, employee, director, or principal stockholder.
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In addition, the OTS adopted regulations to require a savings bank that is given notice by the OTS that it is not
satisfying any such safety and soundness standards to submit a compliance plan to the OTS. If, after being so
notified, a savings bank fails to submit an acceptable compliance plan or fails in any material respect to implement
an accepted compliance plan, the OTS may issue an order directing corrective and other actions of the types to
which a significantly undercapitalized institution is subject under the “prompt corrective action” provisions of the
Federal Deposit Insurance Corporation Improvement Act. If a savings bank fails to comply with such an order, the
OTS may seek to enforce the order in judicial proceedings and to impose civil monetary penalties.

Prompt Corrective Action. The prompt corrective action regulation of the OTS, requires certain mandatory
actions and authorizes certain other discretionary actions to be taken by the OTS against a savings association that

falls within certain undercapitalized capital categories specified in the regulation.

The regulation establishes five categories of capital classification:

e “well capitalized”,

» ‘“adequately capitalized™;

s “undercapitalized”;

e “significantly undercapitalized”; and
e ‘“critically undercapitalized™.

Under the regulation, the risk-based capital, leverage capital, and tangible capital ratios are used to determine
an institution’s capital classification. At December 31, 2006, the Bank met the capital requirements of a “well
capitalized™ institution under applicable OTS regulations.

In general, the prompt corrective action regulation prohibits an insured depository institution from declaring
any dividends, making any other capital distribution, or paying a management fee 10 a controlling person if,
following the distribution or payment, the institution would be within any of the three undercapitalized categories.
In addition, adequately capitalized institutions may accept brokered deposits only with a waiver from the FDIC and
are subject to restrictions on the interest rates that can be paid on such deposits. Undercapitalized institutions may
not accept, renew, or roll-over brokered deposits.

If the OTS determines that an institution is in an unsafe or unsound condition, or if the institution is deemed to
be engaging in an unsafe and unsound practice, the OTS may, if the institution is well capitalized, reclassify it as
adequately capitalized; if the institution is adequately capitalized but not well capitalized, require it to comply with
restrictions applicable to undercapitalized institutions; and, if the institution is undercapitalized, require it to comply
with certain restrictions applicable to significantly undercapitalized institutions. Finally, pursuant to an interagency
agreement, the FDIC can examine any institution that has a substandard regulatory examination score or is
considered undercapitalized — without the express permission of the institution’s primary regulator.

Premiums for Deposit Insurance. Unti] recently, the deposits in the Bank were insured by the Savings
Association Insurance Fund (“SAIF™), administered by the FDIC. On February 8, 2006 the Federal Deposit
Insurance Reform Act of 2005 was enacted, which among other things, merged the SAJF with the Bank Insurance
Fund (“BIF™), creating the DIF, effective as of March 31, 2006.

The FDIC has also adopted a new risk-based premium system that provides for quarterly assessments based on
an insured institution's ranking in one of four risk categories that are based upon supervisory and capital
evaluations. The FDIC’s regulations establish four risk categories. Risk Category 1, for weli-capitalized institutions
that are financially sound with only 2 few minor weaknesses, includes about 95% of FDIC-insured institutions
based on FDIC estimates. Bancorp is within Risk Category 1. Risk Categories 11, IIl and 1V present progressively
greater risks to the DIF. Effective January 1, 2007, Risk Category 1 institutions pay quarterly assessments for
deposit insurance at annual rates of 5 to 7 basis points (i.e., $0.05 to $0.07 per $100 of assessable deposits). The
rates for Risk Categories 1, 111 and [V are 10, 28 and 43 basis points, respectively. With advance notice to insured
institutions, rates are subject to change. Within Risk Category I, the precise rate for an individual institution with
less than $10 billion in assets is generally determined by a formula using CAMELS ratings, which are bank ratings
assigned in examinations, and financial ratios. A different method applies for larger institutions. The rate for an
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individual institution is applied to its assessment base, consisting generally of its deposit liabilities subject to certain
adjustments. An institution insured by the FDIC on December 31, 1996 which had previously paid assessments (or
its successor) is eligible for certain credit against deposit insurance assessments. Any increase in assessments or the

assessment rate could have a material adverse effect on Bancoip’s earning, depending on the amount of the
increase.

The FDIC is authorized to terminate a depasitory institution’s deposit insurance upon a finding by the FDIC
that the institution’s financial condition is unsafe or unsound or that the institution has engaged in unsafe or
unsound practices or has viclated any applicable rule, regulation, order or condition enacted or imposed by the
institution’s regulatory agency. The termination of deposit insurance for one or more of Bancorp’s subsidiary
depository institutions could have a material adverse effect on Bancorp's eamings, depending on the collective size
of the particular institutions involved.

All FDIC-insured depository institutions must pay an annual assessment 1o provide funds for the payment of
interest on bonds issued by the Financing Corporation, a federal corporation chartered under the authority of the
Federal Housing Finance Board. The bonds, commonly referred to as Financing Corporation (“FICO”) bonds, were
issued to capitalize the Federal Savings and Loan Insurance Corporation. The annual FICO assessment rate as of
the first quarter of 2007 is 1.22 basis points (i.e. $0.0122 for every $100 of assessable deposits). The FICO
assessments are adjusted quarterly to reflect changes in the assessment bases of the FDIC's insurance funds and do
not vary depending on a depository institution’s capitalization or supervisery evaluations,

Privacy. Federal banking rules limit the ability of banks and other financial institutions to disclose non-public
information about consumers to nonaffiliated third parties. Pursuant to these rules, financial institutions must
provide:

» initial notices to customers about their privacy policies, describing the conditions under which they may
disclose nonpublic personal information to nonaffiliated third parties and affiliates;

e annual notices of their privacy policies to current customers; and
a reasonable method for customers to “opt out” of disclosures to nenaffiliated third parties.

These privacy provisions affect how consumer information is transmitted through diversified financial
companies and conveyed to outside vendors. Since GLB’s enactment, a number of states have implemented their
own versions of privacy laws. The Bank has implemented its privacy policies in accordance with the law.

Interagency Guidance rn Response Programs for Unauthorized Access to Customer Information and
Customer Notice. On March 30, 2005, the federal bank and thrift regulatory agencies jointly issued a guidance that
required financial institutions to develop programs to respond to incidents of unauthorized access to customer
information, including procedures for notifying customers under certain circumstances. The proposed guidance:

* interprets section 501(b) of the GLB Act and previously issued interagency customer information security
guidelines that require financial institutions to implement information security programs designed to
protect their customer’s information; and

» describe the components of a response program and sets a standard for providing notice to customers
affected by unauthorized access to or use of customer information that could result in substantial harm or
inconvenience to those customers, thereby reducing the risk of losses due to fraud or idéntify theft.

*  Among other security measures, requiras financial institutions to notify law enforcement authorities and
their primary federal regutator when such institutions become aware of an incident involving unauthorized
access to or use of sensitive customer information

The Bank is required to and intends to comply with the guidance as it is interpreted and applied by the OTS.

Predatory Lending. The term “predatory lending” much like the terms “safety and soundness” and “unfair
deceptive practices,” is far-reaching and covers a potentially broad range of behavior. As such, it does not lend
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itself to a concise or a comprehensive definition. But, typically predatory lending involves at least one, and perhaps
all three, of the following elements:

» making unaffordable loans based on the assets of the borrower rather than on the borrower’s ability to
repay an obligation (“asset-based lending™)

e inducing a borrower to refinance a loan repeatedly in order to charge high points and fees each time the
loan is refinanced (“loan flipping”)

e engaging in fraud or deception to conceal the true nature of the loan obligation from an unsuspecting or
unsophisticated borrower.

On October 1, 2002, FRB regulations aimed at curbing such lending became effective. The rule significantly
widens the pool of high-cost home-secured loans covered by the Home Ownership and Equity Protection Act of
1994, a federal law that requires extra disclosures and consumer protections to borrowers. The following triggers
coverage under the act:

o interest rates for first lien mortgage loans in excess of 8 percentage points above the comparable U.S.
Treasury securities,
subordinate-lien loans of 10 percentage points above U.S. Treasury securities; and
fees such as optimal insurance and similar debt protection costs paid in connection with the credit
transaction, when combined with points and fees if deemed excessive.

In addition, the regulations bar lan flipping by the same lender or loan servicer within a year. Lenders also
will be presumed to have violated the law — which says the loans shouldn’t be made to people unable to repay them
— unless they document that the borrower has the ability to repay. Lenders that violate the rules face cancellation of
loans and penalties equal to the finance charges paid.

The Bank is unable at this time to determine the impact of these rule changes and potential state action in this
area on its financial condition or results of operation.

Loans-to-One - Borrower Limitations. Savings associations generally are subject to the lending limits
applicable to national banks. With certain limited exceptions, the maximum amount that a savings association or a
national bank may lend to any borrower {including certain related entities of the borrower) at one time may not
exceed 15% of the unimpaired capital and surplus of the institution, plus an additional 10% of unimpaired capital
and surplus for loans fully secured by readily marketable collateral. Savings associations are additionally
authorized to make loans to one borrower, for any purpose, in ann amount not to exceed $500,000 or, by order of the
Director of the OTS, in an amount not to exceed the lesser of $30,000,000 or 30% of unimpaired capital and surplus
to develop residential housing, provided:

the purchase price of each single-family dwelling in the development does not exceed $500,000;

the savings association is in compliance with its fully phased-in capital requirements;

the loans comply with applicable loan-to-value requirements; and

the aggregate amount of loans made under this authority does not exceed 150% of unimpaired capital and

surplus.

At December 31, 2006, the Bank’s loans-to-one-borrower limit was $14,917,000 based upon the 15% of
unimpaired capital and surplus measurement. 'At December 31, 2006, the Bank’s largest single lending relationship
had an outstanding balance of $7,000,000, and consisted of a line of credit secured by assignments of notes, Deeds
of Trust, pledged stock and certificates of deposit. The loan was performing in accordance with its terms.

Qualified Thrift Lender Test. Savings associations must meet a QTL test, which test may be met either by
maintaining a specified level of assets in qualified thrift investments as specified in HOLA or by meeting the
definition of a “domestic building and loan association™ as defined in the Code. Qualified thrift investments are
primarily residential mortgages and related investments, including certain mortgage-related securities. The required
percentage of investments under HOLA is 65% of assets while the Code requires investments of 60% of assets. An
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association must be in.compliance with the QTL test or the definition of domestic building and loan association on a
monthly basis in nine out of every 12 months. Associations that fail to meet the QTL test will generally be
prohibited from engaging in any activity not permitted for both a national bank and a savings association. As of
December 31, 2006, the Bank was in compliance with its QTL requirement and met the definition of a domestic
building and loan association.

Affiliate Transactions. Transactions between a savings association and its "affiliates" are quantitatively and
qualitatively restricted under the Federal Reserve Act and regulations adopted by the Federal Reserve. Affiliates of
a savings association include, among other entities, the savings association’s holding company and companies that
are under commeon control with the savings association. In general, a savings association or its subsidiaries are
limited in their ability to engage in "covered transactions” with affiliates:

*  to an amount equal to 10% of the association's capital and surplus, in the case of covered transactions with
any one affiliate; and .

*  to an amount equal to 20% of the association's capital and surplus, in the case of covered transactions with
all affiliates.

In addition, a savings association and its subsidiaries may engage in covered.transactions and other specified
transactions only on terms and under circumstances that are substantially the same, or at least as favorable to the

savings association or its subsidiary, as those prevailing at the time for comparable transactions with nonaffiliated
companies, A “covered transaction” includes:

a loan or extension of credit to an affiliate;
a purchase of investment securities issued by an affiliate;
a purchase of assets from an affiliate, with some exceptions;

the acceptance of secunties issued by an affiliate as collateral for a loan or extension of credit to any party;
or ‘ .

+ the issuance of a guarantee, acceptance or letter of credit on behalf of an affiliate.

In addition, under the OTS regulations:

e a’savings association may not make a lpan or extension of credit to an affiliate unless the affiliate is
engaged only in activities permissible for bank holding companies;

* a savings association may not purchase or invest in securities of an affiliate other than shares of a
subsidiary;
a savings association and its subsidiaries may not purchase a low-quality asset from an affiliate;
covered transactions and other specified transactions between a savings association or its subsidiaries and
an affiliate must be on terms and conditions that are consistent with safe and sound banking practices; and

e with some exceptions, each loan or extension of credit by a savings association to an affiliate must be
secured by collateral with a market value ranging from 100% to 130%, depending on the type of collateral,
the amount of the loan, or extension of credit.

Regulations generally exclude all non-bank and non-savings association subsidiaries of savings associations
from treatment as affiliates, except for:

a financial subsidiary;

a subsidiary controlled by one or more affiliates;

an ESOP; or )

a subsidiary determined by the OTS or the Federal Reserve to be an affiliate.

The regulations also require savings associations to make and retain records that reflect affiliate transactions in
reasonable detail and provide that specified classes of savings associations may be required to give the OTS prior
notice of affiliate transactions.




Some of the entities included in the definition of an affiliate are parent companies, sister banks, sponsored and
advised companies, investment companies whereby the bank its affiliate serves as investment advisor, and financial
subsidiaries of the bank. Additional restrictions on transactions with affiliates may be imposed on us under the
prompt corrective action provisions of federal law. See “Prompt Corrective Action.”

Capital Distribution Limitations. OTS regulations impose limitations upon all capital distributions by savings
associations, such as cash dividends, payments to repurchase or otherwise acquire its shares, payments to
shareholders of another institution in a cash-out merger and other distributions charged against capital.

The OTS regulations require a savings association to file an application if:

e itis not eligible for expedited treatment of its other applications under OTS regulations;
the total amount of all of capital distributions, including the proposed capital distribution, for the applicable
calendar year exceeds its net income for that year to date plus retained net income for the preceding two
years;

¢ it would not be at least adequately capitalized, under the prompt corrective action regulations of the OTS
following the distribution; or

e the association's proposed capital distribution would violate a prohibition contained in any applicable
statute, regulation, or agreement between the savings association and the OTS, or the FDIC, or violate a
condition imposed on the savings association in an OTS-approved application or notice.

In addition, a savings association must give the OTS notice of a capital distribution if the savings association is
not required to file an application, but:

+ would not be well capitalized under the prompt corrective action regulations of the OTS following the
distribution;

 the proposed capital distribution would reduce the amount of or retire any part of the savings association's
common or preferred stock or retire any part of debt instruments like notes or debentures included in
capital, other than regular payments required under a debt instrument approved by the OTS; or

o the savings association is a subsidiary of a savings and loan holding company.

If neither the savings association nor the proposed capital distribution meets any of the above listed criteria,
the OTS does not require the savings association to submit an application or give notice when making the proposed
capital distribution. The OTS may prohibit a proposed capitat distribution that would otherwise be permitted if the
OTS determines that the distribution would constitute an unsafe or unsound practice.

Branching. Under OTS branching regulations, the Bank is generally authorized to open branches within or
beyond the State of Maryland if the Bank (1) continues to meet the requirements of a “highly-rates” federal savings
bank. And (2) publishes public notice at least 35 days before opening a branch and no one opposes the branch. Ifa
comment in opposition to a branch opening is filed and the OTS determines the comment to be relevant to the
approval process standards, and to require action in response, the OTS may, among other things, require a branch
application or elect to hold a meeting with the Bank and the person who submitted the comment. The OTS
authority preempts any state law purporting to regulate branching by federal savings banks. Commercial banks can
also branch across state lines, subject to any state law limitations or prohibitions. Competition may increase further
as banks branch across state lines and enter new markets.

Community Reinvestment Act and the Fair Lending Laws. Savings associations have a responsibility under
the Community Reinvestment Act and related regulations of the OTS to help meet the credit needs of their
communities, including low- and moderate-income neighborhoods. In addition, the Equal Credit Opportunity Act
and the Fair Housing Act prohibit lenders from discriminating in their lending practices on the basis of
characteristics specified in those statutes. An institution's faiture to comply with the provisions of the Community
Reinvestment Act could, at a minimum, result in regulatory restrictions on its activities and the denial of
applications. In addition, an institution's failure 1o comply with the Equal Credit Qpportunity Act and the Fair
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Housing Act could result in the OTS, other federal regulatory agencies as well as the Department of Justice taking
enforcement actions. Based on an examination conducted July 7, 2003, the Bank received a satisfactory rating.

Effective January 1, 2002, the OTS raised the dollar amount limit in the definition of small business loans
from $500,000 to $2.0 million, if used for commercial, corporate, business or agricultural purposes. Furthermore,
the rule raises the agpregate level that a thrift can invest directly in community development funds, community
centers and economic developmen! initiatives in its communities from the greater of a quarter of one percent of
total capital or $100,000 to one percent of total capital or $250,000.

Anti-Money Laundering and Customer Identification, The Bank is subject to the OTS Financial Crimes
Enforcement Network regulations implementing the Bank Secrecy Act, as amended by the USA Patriot Act of
2001. The USA Patriot Act gives the federal government powers to address terrorist threats through enhanced
domestic security measures, expanded surveillance powers, increased information sharing, and broadened anti-
meney laundering requirements. By way of amendments to the Bank Secrecy Act, Title 11 of the USA Patriot Act
takes measures intended to encourage information sharing among banks, regulatory agencies and law enforcements
bodies. Certain provisions of the USA Patriot Act impose affirmative obligations on a broad range of financial
institutions, including savings banks like the Bank.

The USA Patriot Act and the related OTS regulations impose the following requirements with respect to
financial institutions:

»  Establishing of anti-money laundering progra-ms, including adoption of written procedures, designation of
a compliance officer and auditing of the program;

s Establishment of a program specifying procedures for obtaining identifying information from customers

seeking to open new accounts, including verifying the identity of customers within a reasonable period of
time;

s  Establishment of enhanced due diligence policies, procedures and controls designed to detect and report
money laundering;

s  Prohibition on comrespondent accounts for foreign shell banks and compliance with record keeping
obligations with respect to correspondent accounts of foreign banks; and

¢ Requirements that bank regulators consider a holding company’s effectiveness in combating money
laundering when ruling on Federal Reserve Act and Bank Merger Act applications.

Federal Home Loan Bank System. The Bank is a member of the FHLB-Atlanta. Among other benefits,
each FHLB serves as a reserve or central bank for its members within its assigned region. Each FHLB is financed
primarily from the sale of consolidated obligations of the FHLB system. Each FHLB makes available loans or
advances 1o its members in compliance with the policies and procedures established by the Board of Directors of
the individual FHLB. As an FHLB member, the Bank is required to own capital stock in an FHLB in an amount
equal to the greater of: ‘

s 1% of its aggregate outstanding principal amount of its residential mortgage foans, home purchase
contracts and similar obligations at the beginning of each calendar year; or
¢ 5% of its FHLB advances or borrowings.

At December 31, 2006, the Bank was in compliance with this requirement,
A new capital plan of the FHLB-Atlantz. was implemented on December 17, 2004. It was subsequently

amended ‘on ‘December 8, 2005, and the amendment was approved by the regulator of the FHLB-Atlanta, the
Federal Housing Finance Board, on January 25, 2006. The new capital plan, as amended, authorizes FHLB-Atlanta
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to issue, redeem and repurchase its capital stock at its stated par value of $100 per share. Each member of FHLB-
Atlanta is required to own capital stock in an amount equal to the sum of:

+  the membership stock requirement, which is the lesser of:
(i) 0.20% of such member’s total assets as of December 31 of the previous calendar year; or
(ii) a specified dollar cap (initially estimated at $25 million); plus

e the activity-based stock requirement, which is the aggregate of:
(1) a specified percentage (initially estimated at 4.50%) of the outstanding advances from FHLB-Atlanta
to each member;
(i) a specified percentage (initially estimated at 0.00%) of the “acquired member assets” (as defined in
FHLB regulations) sold by each member to FHLB-Atlanta; and
(iii) a specified percentage (initially estimated at 8.00%) of any targeted debt/equity investment (which
satisfies the criteria set forth in the FHLB regulations) sold by each member to FHLB-Atlanta.

Nontraditional Mortgage Products. On September 29, 2006, the federal banking agencies published final
guidance for institutions that originate or service nontraditional or alternative mortgage products, defined to include
ali residential mortgage loan products that allow borrowers to defer repayment on principal or interest, such as
interest-only mortgages and payment option adjustable-rate mortgages. A portion of the Bank's adjustable-rate
residential mortgage loans are alternative mortgage loans.

Recognized that alternative mortgage products expose the institutions to increased risks as compared to
traditional loans where payments amortize or reduce the principal amount, the guidance required increased scrutiny
for alternative mortgage products, Institutions that originate or service alternative mortgages should have (1) strong
risk management practices that include maintenance of capital levels and allowance for loan losses commensurate
with the risk; (2) prudent lending policies and underwriting standards that address the borrower’s repayment
capacity; and (3) programs and practices designed to ensure that consumers receive clear and balanced information
to assist in making informed decisions about mortgage products. The guidance also recommends heightened
controls and safeguards when an institution combines an alternative mortgage product with features the compound
risk, such as a simuitaneous second-lien or the use of reduced documentation to evaluate a loan application.

The Bank is required to an intends to comply with the guidance as it is interpreted and applied by the OTS,

Assessments. The OTS charges assessments to recover the cost of examining federal savings banks and their
affiliates. These assessments are based on three components: (1) the size of the institution on which the basic
assessment is based; (2) the institution’s supervisory condition, which results in an additional assessment based on a
percentage of the basic assessment for any savings institution with a composite rating of 3,4 or 5 in its most recent .
safety and soundness examination; and (3) the complexity of the institution’s operations, which results in an
additional assessment based on a percentage of the basic assessment for any savings institution that managed over
$1 billion in trust assets, serviced for others loans aggregatmg more than $1 billion, or had certain ofi-balance sheet
assets aggregating more than $1 billion.

The OTS also assesses fees against savings and loan holding companies such as the Bancorp. The OTS semi-
annual assessment for savings and loan holding companies includes a $3,000 base assessment with an additional
assessment based on the holding company’s risk or complexity, organizational form and condition.

Federal Reserve System. The FRB requires all depository institutions to maintain non-interest bearing
reserves at specified levels against their transaction accounts (primarily checking, NOW, and Super NOW checking
accounts) and non-personal time deposits. At December 31, 2006, the Bank was in compliance with these
requirements.

Activities of Subsidiaries. A savings association seeking to establish a new subsidiary, acquire control of an
existing company or conduct a new activity through a subsidiary must provide 30 days prior notice to the FDIC and
the OTS and conduct any activities of the subsidiary in compliance with regulations and orders of the OTS. The
OTS has the power to require a savings association to divest any subsidiary or terminate any activity conducted by a
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subsidiary that the OTS determines to pose a serious threat to the financial safety, soundness or stability of the
savings association or to be otherwise inconsistent with sound banking practices.

Item 1A. Risk Factors

Unless the context indicates otherwise, all references to “we,” “us,” “our” in this subsection “Risk Factors™
refer to the Bancorp and its subsidiaries. You should carefully cons:dcr the risks described below as well as
elsewhere in this Annual Report on Form 10-K. iIf any of the risks actually occur, our business, financial condition
or results of future operations could be materially adversely affected. This Annual Report on Form 10-K contains
forward-looking statements that involve risk and uncertainties. Our actual results could differ materially from those
anticipated in the forward-looking statements as a result of many factors, including the risks faced by us described
below and elsewhere in this Annual Report on Form 10-K.

We may be adversely affected by changes in econemic and political conditions and by governmental
monetary and fiscal policies.

The thrift industry is affected, direcily and indirectly, by local, domestic, and international.economic and
political conditions, and by governmental moneiary and fiscal policies. Conditions such as inflation, recession,
unempleyment, volatile interest rates, tight money supply, real estate values, international conflicts and other factors
beyond our control may adversely affect our potential profitability. Any future rises in interest rates, while
increasing the income yield on our carning assets, may adversely affect loan demand and the cost of funds and,
consequently, our profitability. Any future decreases in interest rates may adversely affect our profitability because
such decreases may reduce the amounts that we may eam on our assets, Economic downturns could result in the
delinquency of outstanding loans. We do not expect any one particular factor to materially affect our resuits of
operations. However, downtrends in several areas, including real estate, construction and consumer spending, could
have a material adverse impact on our ability to remain profitable.

Changes in interest rates could adversely affect our financial condition and results of operations.

The operations of financial institutions, such as us, are dependent to a large degree on net interest income,
which is the difference between interest income from loans and investments and inierest expense on deposits and
borrowings. Our net interest income is significantly affected by market rates of interest that in turn are affected by
prevailing economic conditions, by the fiscal and monetary policies of the federal government and by the policies of
various regulatory agencies, Like all financial institutions, our balance sheet is affected by fluctuations in interest
rates. Volatility in interest rates can also result in disintermediation, which is the flow of funds away from financial
institutions into direct investments, such as US Government and corporate securities and other investment vehicles,
including mutual funds, which, because of the zbsence of federal insurance premiums and reserve requirements,
generally pay higher rates of return than financial institutions.

Most of our loans are secured by real estate located in our market area. If there is a downturn in
our real estate market, these borrowers may default on their loans and we may not be able to fully recover
our loans.

A downturn in the real estate market could hurt our business because most of our loans are secured by real
estate. Substantially all of our real property collateral is located in the states of Maryland, Virginia and Delaware.
As of December 31, 2006, approximately 95% of the book value of our loan portfolio consisted of loans
collateralized by various types of real estate. Real estate values and real estate markets are generally affected by
changes in national, regional or local economic conditions, fluctuations in interest rates and the availability of loans
to potential purchasers, changes in tax laws and other governmental statutes, regulations and policies and acts of
nature. If real estate prices decline, the value of real estate collateral securing our loans could be reduced. Our
ability 1o recover on defaulted loans by foreclosing and selling the real estate collateral would then be diminished
and we would be more likely to suffer losses on defaulted loans. Any such downturn could have a material adverse
effect on our business, financial condition and results of operations.
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In addition, approximately 65% of the book value of our loans consisted of construction, land acquisition

and development loans, commercial real estate loans and land loans, which present additional risks described in
“ltem 1. Business”.

We are exposed to risk of environmental liabilities with respect to properties to which we take title.

In the course of our business, we may foreclose and take title to real estate, and could be subject to
environmental liabilities with respect to these properties. We may be held liable to a governmental entity or to third
parties for property damage, personal injury, investigation and clean-up costs incurred by these parties in connection
with environmental contamination, or may be required to investigate or clean up hazardous or toxic substances, or
chemical releases at a property. The costs associated with investigation or remediation activities could be
substantial. In addition, if we are the owner or former owner of a contaminated site, we may be subject to common
law claims by third parties based on damages and costs resulting from environmental contamination emanating from
the property. If we become subject to significant environmental liabilities, our business, financial condition, results
of operations and cash flows could be materiatly adversely affected.

Our operations are located in Anne Arundel County, Maryland, which makes our business bighly
susceptible to local economic conditions, and an economic downturn or recession in that area may adversely
affect our ability to operate profitably.

Unlike larger banking organizations that are more geographically diversified, our operations are currently
concentrated in Anne Arundel County, Maryland. In addition, almost all of our loans have been made to borrowers
in the states of Maryland, Virginia and Delaware. As a result of this geographic concentration, our financial results
depend largely upon economic conditions in this market area. A deterioration or recession in economic conditions
in this market could result in one or more of the following:

a decrease in deposits;

an increase in loan delinquencies;

an increase in problem assets and foreclosures;

a decrease in the demand for our products and services; and

a decrease in the value of collateral for loans, especially real estate, and reduction in the
customers’ borrowing power.

Any of the foregoing factors may adversely affect our ability to operate profitably.

We are subject to federal and state regulation and the monetary policies of the Federal Reserve
Board. Such regulation and policies can have a material adverse effect on our earnings and prospects.

Our operations are heavily regulated and will be affected by present and future legislation and by the
policies established from time to time by various federal and state regulatory authorities. In particular, the monetary
policies of the Federal Reserve Board have had a significant effect on the operating results of banks in the past, and
are expected to continue to do so in the future. Among the nstruments of monetary policy used by the Federal
Reserve Board to implement its objectives are changes in the discount rate charged on bank borrowings and changes
in the reserve requirements on bank deposits. It is not possible to predict what changes, if any, will be made to the
monetary polices of the Federal Reserve Board or to existing federal and state legislation or the effect that such
changes may have on our future business and earnings prospects

We have established an allowance for loan losses based on our management's estimate. Actual losses
could differ significantly from those estimates. If the allowance is not adequate, it could have a material
adverse effect on our earnings and the price of our stock.

We have established an allowance for loan losses which management believes to be adequate to offset

probable losses on our existing loans. However, there is no precise method of estimating loan losses and our
ongoing analysis may cause this estimate to change in the future and actual losses may differ materially from this

32




estimate. In addition, there can be no assurance that any future declines in real estate market conditions, general
economic conditions or changes in regulatory pclicies will not require us to increase our allowance for loan losses.

Any increase in the allowance for loan losses will reduce our eamings and may adversely affect the price of our
_common stock.

We compete with a number of local, regional and national financial institutions for customers.

We face strong competition from other thrifts, banks, savings institutions and other financial institutions
that have branch offices or otherwise operate in our market area, as well as many other companies now offering a
range of financial services. Many of these competitors have substantially greater financial resources and larger
branch systems than we do. In addition, many of our competitors have higher legal lending limits than we do.

Panicularly intense competition exists for sources of funds including savings and retail time deposits and for loans,
deposits and other services that we offer.

During the past several years, significant legislative attention has been focused on the regulation and
-deregulation of the financial services industry. Non-bank financial institutions, such as securities brokerage firms,
insurance companies and money market funds, have been permitted to engage in activities that compete directly
with traditional bank business, Competition with various financial institutions could hinder our ability to maintain
profitable operations and grow our business.

Our information systems may experience an interruption or breach in security, which could result in
a loss of business.

We rely heavily on communications and information systems to conduct our business. Any failure,
interruption or breach in security of these systems could result in failures or disruptions in our customer relationship
management, general ledger, deposit, loan and other systems. While we have policies and procedures designed to
prevent or limit the effect of the failure, interruption or security breach of our information systems, there can be no
assurance that failures, interruptions or security breaches will not occur or, if they do occur, that they will be
adequately addressed. The occurrence of any failures, interruptions or security breaches of our information systems
could damage our reputation, result in a loss of customer business, subject us 1o additional regulatory scrutiny, or
expose us to civil litigation and possible financial liability, any of which could have a matenal adverse effect on our
financial condition and results of operations. We depend on third-party providers for many of our systems and if
these providers experience financial, operational or technological difficulties, or if there is any other disruption in
our relationships with them, we may be required 1o locate alternative sources of such services, and we cannot assure
you that we would be able t5 negotiate terms that are as favorable to us, or could obtain services with similar
functionatity as found in our existing systems without the need to expend substantial resources, if at all.

We continually encounter technological change, and, if we are unable to develop and implement
efficient and customer friendly technology, we could lose business.

The financial services industry is continually undergoing rapid technological change with frequent
introductions of new technology-driven products and services. The effective use of technology increases efficiency
and enables financial institutions to betier serve customers and to reduce costs. Our future success depends, in part,
upon our ability to address the needs of our customers by using technology to provide products and services that
will satisfy customer demands, as well as to create additional efficiencies in our operations. Many of our
competitors have substantially greater resources to invest in technological improvements. We may not be able to
effectively implement new technology-driven products and services or be successful in marketing these products
and services to our customers. Failure to successfully keep pace with technological change affecting the financial
services industry could have a material adverse impact on our business and, in turn, our financial condition and
results of operations.
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There can be no assurance that we will continue to pay dividends in the future.

Although we expect to continue our policy of regular quarterly dividend payments, this dividend policy
will be reviewed periodically in light of future eamings, regulatory restrictions and other considerations. No
assurance can be given, therefore, that cash dividends on common stock will be paid in the future at the same rate or
at all.

An investment in our common stock is not insured against loss.

Investments in the shares of our common stock are not deposits insured against loss by the FDIC or any
other entity. As a result, you may lose some or all of your investment.

Our success depends on our senior management team and if we are not able to retain them, it could
have a materially adverse effect on us.

We are highly dependent upen the continued services and experience of our senior management team,
including Alan J. Hyatt, our President and Chief Executive Officer. We depend on the services of Mr. Hyatt and the
other members of our senior management team to, among other things, continue the development and
implementation of our strategies, and maintain and develop our client relationships. We do not have an employment
agreement with members of our senior management nor do we maintain “key-man” life insurance on our senior
management.

“Anti-takeover” provisions may make it more difficult for a third party to acquire contrel of us, even
if the change in control would be beneficial to shareholders. ‘

Our charter presently contains certain provisions which may be deemed to be "anti-takeover" and "anti-
greenmail” in nature in that such provisions may deter, discourage or make more difficult the assumption of control
of us by another corporation or person through a tender offer, merger, proxy contest or similar transaction or series
of transactions. For example, our charter provides that our board of directors may issue up to 1,000,000 shares of
preferred stock without shareholder approval. In addition, our charter provides for a classified board, with each
board member serving a staggered three-year term. Directors may be removed only for cause and only with the
approval of the holders of at least 75 percent of our common stock. The overall effects of the "anti-takeover" and
“anti-greenmail” provisions may be to discourage, make more costly or more difficult, or prevent a future takeover
offer, prevent shareholders from receiving a premium for their securities in a takeover offer, and. enhance the
possibility that a future bidder for control of us will be required to act through arms-length negotiation with the our
board of directors.

If we fail to maintain an effective system of internal control over financial reporting and disclosure
controls and procedures, we may be unable to accurately report our financial results and comply with the
reporting requirements under the Securities Exchange Act of 1934. As a result, current and potential
shareholders may lose confidence in our financial reporting and disclosure required under the Securities
Exchange Act of 1934, which could adversely affect our business and we could be subject to regulatory
scrutiny.

Pursuant to Section 404 of the Sarbanes-Oxley Act of 2002, referred to as Section 404, we ‘are required to
include in our Annual Reports on Form 10-K, our management’s report on internal control over financial reporting
and our registered public accounting firm’s attestation report on our management’s assessment of our internal
control over financial reporting. While we have reported no or “material weaknesses in this Form 10-K, we cannot
goarantee that we will not have any “significant deficiencies” or “material weaknesses” reported by our independent
registered public accounting firm in the future. Compliance with the requiremenis of Section 404 is expensive and
time-consuming. If in the future we fail to complete this evaluation in a timely manner, or if our independent
registered public accounting firm cannot timely attest to our evaluation, we could be subject to regulatory scrutiny
and a loss of public confidence in our internal control over financial reporting. In addition, any failure to establish
an effective system of disclosure controls and procedures could cause our current and potential shareholders and
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customers to lose confidence in our financial reporting and disclosure required under the Securities Exchange Act of
1934, which could adversely affect our busmess

Tgrror:st attacks and threats or actual war may impact all aspects of our operations, revenues, costs
and stock price in unpredictable ways.

Recent terronist attacks in the United States and abroad, as well as future events occurring in response 1o or
in connection with them, including, without limitation, future terrorist attacks against United States targets, rumors
or threats of war, actual conflicts involving the United States or its allies or military or trade disruptions, may impact
our operations. Any of these events could cause consumer confidence and savings to decrease or result in increased
volatility in the United States and worldwide financial markets and economy. Any of these occurrences could have
an adverse impact on our cperating results, revenues and costs and may result in the volatility of the market price
for our common stock and on the future price of cur common stock.

Item 1B. Unresolved Staff Comments
None
Item 2. Properties

Bancorp has four retail branch locations in Anne Arundel County, Maryland, of which it owns three and leases
the fourth. The Bank, Homeowner’s Title, and HC all lease their executive and administrative offices located in
Annapohs Maryland from HS West LLC, a wholly owned subsidiary of the Bank. HS West LLC owns its office
building in Annapolis, Maryland. In addition, the Bank leases office space in Annapolis Maryland from a third
party.

L%

HS West LLC is a subsidiary of the Bank, and is constructing a building in Annapolis, Maryland that effective
January 2007 will serve as Bancorp’s and the Bank’s administrative headquarters. A branch office of the Bank is
included. As of December 31, 2006, HS West L.LC has incurred approximately $26,312,000 of costs, which are
included in land and construction in progress. The total cost, which includes build-outs on leased space, is expected
to be approximately $28,000,000 with completion mid 2007. HS West LLC has entered into agreements to lease all
the remaining space in the building not occupied by the Bank and Bancorp.

Item i Leg ai Proceedings

There are no material pending legal proceedings to which Bancorp, the Bank or any subsidiary is a party or to
which any of their property is subject.

Item 4. Submission of Matters to a Vote of Security Holders

None.

Ex'ecuti\‘fe 6fﬁcers of the Registrant that are not Directors.
Thomas G. Bevivino, age 51, has servec as the Chief Financial Officer of Bancorp since July 1, 2005. He

.serves'm the same capacity for the Bank. Mr. Bevivino was a financial consultant from 2002 until 2004, and served
as Chief Financial Officer of Luminant Worldwide Corporation from 1999 until 2002.
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PART 11

|

| Item_ 5. Market for Registrant's Common Equity, Related Stockholder Matters and Issuer Purchases of
| Equity Securities
|
|

The graph below sets forth comparative information regarding the Company’s cumulative sharcholder return on its
Common Stock over the last five years. Total shareholder return is measured by dividing total dividends (assuming
dividend reinvestment) for the measurement period plus share price change for a period by the share price at the
beginning of the measurement period. Severn Bancorp, Inc.'s cumulative shareholder return is based on an
investment of $100 on December 31, 2001, and is compared to the cumulative total return of the NASDAQ
Composite Index and the SNL Securities LC Thrift Index for thrifts with total assets between $500 million and $1.0
billion (the "SNL Thrift ($500M to $1.0B) Index")

Comparison of Cumulative Total Return Among Severn, NASDAQ Composite Index
and SNL Thrift ($500% to $1.0B} Index from December 31, 2001 to December 31, 2006

Severn Bancorp, inc..

Total Return Performance
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12131101 12/31/02 12/31/03 12/31/04 12/31/05 12/31/06
Period Ending
Index 12731101 12/31/02 12/31/03 12/31/04 12/31/05 12/31/06
Sevemn Bancorp, Inc. 100.00 180.88 364.92 559.00 45667 502.73
NASDAQ Composite Index 100.00 68.76 103.67 113.16 11557 127.58
SNL $500M-$1B Thrift Index 100.00 140.09 18947 220.65 209.70 256.94
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Quarterly Stock Information®*

2006 Closing 2005 Closing
Stock Price Range Per Share Stock Price Range Per Share
Quarter Low High  Dividend Quarter Low High Dividend
1 $16.72 $19.97 $.060 1 $17.28 $21.02 $.055
2™ 17.86 20.13 060 2 15.79 17.87 055
3" 18.48 19.97 060 34 15.83 17.87 055
4" 18.55 19.80 .060 4" 16.20 17.56 055

*Retroactively adjusted to reflect 10% stock dividend declared February 21, 2006 effective for shares
outstanding on March 28, 2006.

The common stock of Bancorp is traded on the Nasdaq Capital Market under the symbol “SVBI™. As of
February 22, 2007, there were 214 stockholders of Bancerp’s commeon stock.

Registrar and Transfer Company, 10 Commerce Drive, Cranford, New Jersey 07016-3572, serves as the
Transfer Agent and Registrar for Bancorp.

Bancorp’s main source of income is dividends from the Bank. As a result, Bancorp’s quarterly dividends to its
shareholders will depend primarily upon receipt of dividends from the Bank. For regulatory restrictions on the
Bank’s ability to pay dividends, see note 12 to the consolidated financial statements.

See Item 12 of this Annual Report on Form 10-K and Notes 9 and 11 to the consolidated financial statements
for information regarding equity compensation plans.




Item 6. Selected Financial Data

For information concemning quarterly financial data for Bancorp, see note 17 to the consolidated financial
statements.

The following financial information is derived from the audited financial statements of Bancorp. The
information is a summary and should be read in conjunction with Bancorp’s audited financial statements and
Management’s Discussion and Analysis of Financiat Condition and Results of Operations.

Summary Financial and Other Data

At December 31,
2006 2005 2004 2003 2002
{dollars in thousands, except per share information) '

Balance Sheet Data

Total assets : $911,916 § 849,774 $ 703,616 $ 540,471 $ 458415
Total toans, net 835,477 779,333 656,967 508,026 418,825
Investment securities held to maturity 7,271 8,290 9,955 12,721 9,661
Non-performing loans 5,927 1,693 939 469 1,758
Total non-performing assets 6,897 1,693 939 469 1,982
Deposits 626,524 594,893 527.413 419,726 377,925
Short-term borrowings 18,000 26,000 - 6,000 -
Long-term debt 155,000 132,000 89,000 59,000 34,000
Total liabilities 825,474 777.062 639,462 487,501 415,233
Slockholders’ equity 86,442 72,7112 60,154 48,970 39,181
Book value per common share * $9.45 $7.85 $6.57 $5.35 $4.30
Common shares outstanding * 9,150,850 9,150,002 ©,150,002 9,150,002 9,113,702
Other Data:
Number of:

Full service retail banking facilities 3 3 3 2 2

Full-time equivalent employees 121 111 105 81 69

* Retroactively adjusted to reflect 10% stock dividend declared February 21, 2006 effective for shares outstanding
on March 28, 2006 and a two-for-ocne stock split declared November 17, 2004 effective for shares outstanding December 15, 2004.
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Summary of Operations

For the Year Ended December 31,

2006 2005 2004 2003 2002
(dolars in thousands, except per share information)
Interest and dividend income 370,175 $57.135 $44,829 $37,087 $33,402
Interest expense . 32,060 21,855 14,631 12,341 13,789
Net interest inéome : 38,115 35,180 30,198 . 24746 19,603
Provision for loan losses  * 1,561 1,570 1,200 800 670
Net interest income after provision for loan losses 36,554' 33,610 28,098 23,846 18,933
Non-interest incama : 3,887 2,748 3,402 4674 4,133
Non-interest expense 14,065 12,878 11,211 9616 8,447
Income before income tax provision 26,356 23,480 21,189 © 18,904 14,619
Provision for income taxes ’ 10,608 8,926 8,258 7.575 5,671
Net income $15,748 $14,554 $12,931 $11,329 $8,948
| Per Share Data:

Basic eamings per share * - $1.72 $1.59 §1.42 $1.22 $0.96
Diluted earnings per share * _ $1.72 $1.59 §1.42 $1.22 $0.96
Weighted number of shares outstanding basic * 9,150,263 9,150,002 9,150,002 9,122,445 9,002,814
Weighted number df shares outstanding diluted * 9,153,687 9,150,002 9,150,002 9,146,064 6,027,091

* Refroactively adjusted to reflect 10% stock dividend declared February 21, 2006 effective for shares outstanding
on March 28, 2006 and a two-for-one stock split declared November 17, 2004 effective for shares outstanding December 35, 2004.




Performance Ratios:

Retumn on average assets

Return on average equity

Dividend payout ratio

Net interest margin

Interest rate spread

Non-interest expense to average assets
Efficiency ratic

Asset Quality Ratios:

Average equity to average assets

Nonperforming assets to tolal assets
at end of period

Nonperforming loans to total gross
loans at end of period

Allowance for loan losses 1o
net loans at end of period

Allowance for loan losses to
nonperforming loans at end of period

Key Operating Ratios

For the Year Ended December 31,

2006 2005 2004 2003 2002
1.77% 1.84% 2.02% 2.23% 2.14%
19.59% 21.85% 23.56% 25.22% 25.58%
13.95% 13.84% 13.38% 12.30% 11.46%
4.50% 4.58% 4.81% 4.99% 4.86%
4.20% 4.32% 4.60% 477% 4.59%
1.58% 1.63% 1.75% 1.89% 2.02%
33.50%  33.95% 33.37% 32.69% 35.59%
9.02% 8.42% 8.57% 8.84% 8.38%
0.76% 0.20% 0.13% 0.09% 0.43%
0.62% 0.18% 0.12% 0.08% 0.36%
1.08% 0.96% 0.90% 0.85% 0.95%
15229% 443.30% 632.10%  1030.49% ‘ 227.02%
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Rate Volume Table

Year ended Decemnber 31, 2006 Year ended December 31, 2005
vs. Vs,
Year ended December 31, 2005 Year ended December 31, 2004
Total Changes Due to Total Changes Due to
Change  Volume {1) Rate (1) Change  Volume (1) Rate (1)

(dolars in thousands)
interest-eaming assets

Loans $12,490 $6,160 $6.330 $12,029 $10,140 $1,889
Investments - - - {11) (8) {3)
Mortgage-backed securities (61) (53) 8) (81) (72) (9}
Other interest-eaming assets 611 171 440 369 82 287

Total interest income $13,040 $6,278 $6,762 $12,306 $10,142 $2,164

Interest-bearing liabilities

Savings and checking deposits $273 $(272) §545 $(215) $(518) $303
Certificates of deposits 7,158 2,557 4,601 5197 3,738 1,459
Borrowings 2,674 1,162 1512 2,342 1,338 1,004

Total interest expense $10,105 $3,447 $6,658 $7.,324 $4,558 $2,766
Net change in interest income $2,935 $2,831 $104 $4,982 $5,584 $(602)

(1) Changes in interest income/expense not arising from volume or rate variances are allocated proportionately to rate and volume.

Item 7. Management's Discussion and Analysis of Financial Condition and Results of Operation

Critical Accounting Policies

Bancorp’s significant accounting policies are set forth in note 1 of the consolidated financial statements for the
year ended December 31, 2006 which are set forth on pages F-1 through F-35. Of these significant accounting
policies, Bancorp considers the policy regarding the allowance for loan losses to be its most crtical accounting
policy, given the uncertainty in evaluating the level of the allowance required to cover credit losses inherent in the
loan portfolio and the material effect that such judgments can have on the results of operations. In addition, changes
in economic conditions can have a significant impact on the allowance for loan losses and therefore the provision for
loan losses and results of operations. Bancorp has developed policies and procedures for assessing the adequacy of
the allowance for loan losses, recognizing that this process requires a number of assumptions and estimates with
respect to its loan portfolio. Bancorp’s assessments may be impacted in future periods by changes in economic
conditions, the impact of regulatory examinations, and the discovery of information with respect to borrowers that is
not known to management at the time of the issuance of the consolidated financial statements.
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Overview

The primary business of Bancorp is consumer deposit products and residential and commercial mortgages.
Bancorp operates primarily in Anne Arundel County, Maryland, as well as surrounding areas in Maryland, northern
Virginia and Delaware. The demand for conswuction lending and residential mortgages has slowed during 2006
compared to activity in 2005. In addition, the interest rate spread between Bancorp’s cost of funds and what it earns

on loans has decreased from 2005, as increases in interest rates paid on deposits and borrowings has outpaced
interest earned on loans,

Even though the interest rate spread has decreased throughout 2006, Bancorp's revenues have increased as its
loan portfelio has increased from 2005. In addition, while variable expenses, such as compensation, have increased,
Bancorp’s overall expenses have remained modest, which has resulted in increased profitability.

Bancorp’s asset quality has remained good, as there have been minimal losses due to defaulting loans.

Going forward, Bancorp’s challenge will be to continlue to grow assets in the form of mortgage loans, while
earning a profitable spread, and continuing to maintain good asset quality. In addition, Bancorp will be challenged
to keep overhead low as costs of its new headquarters are realized starting in 2007.

Interest rates are outside the control of Bancorp, so it must attempt to balance its pricing and duration of its
loan portfolio against the risks of rising costs of its deposits and borrowings.

The continved success and attraction of Anne Arundel County, Maryland, and vicinity, will also be important

to Bancorp’s ability to originate and grow its mortgage loans, as will Bancorp’s continued focus on maintaining a
low overhead.

Financial Condition

Total assets increased by $62,142,000, or 7.3%, at December 31, 2006 to $9l1;916,000, compared to
$849,774,000 at December 31, 2005. The foliowing discusses the material changes between the December 31,
2006 and 2005 balance sheets.

Loans

Loans Held For Sale. Loans held for sale decreased by $246,000, or 7.6% at December 31, 2006 to
$2,970,000, compared to $3,216,000 at December 31, 2005. This decrease was primarily due to a slowdown in
loans sold on the secondary market, and the timing of loans pending sale at year-end.

Loans Receivable. Total net portfolio lozns receivable increased by $56,390,000, or 7.3% at December 31,

2006, to $832,507,000, compared to $776,117,000 at December 31, 2005. The increase in the loan portfolio

resulted from the strong loan demand during the first half of 2006; however, Bancorp experienced a general

. stowdown in loan demand during the second half of 2006. The increase in the loan portfolio included increases in
- residential loans, commercial real estate loans and land loans.

Premisés a{nd Equipment

Preﬁxises and equipment increased by $10,448,000, or 52.3% at December 31, 2006 to $30,411,000, compared
to $19,963,000 at December 31, 2005. The increase was primanily due to construction costs incurred during 2006
for Bancorp’s new administrative headquarters that opened January 2007.
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Liabilities

Deposits. Total deposits increased by $31,631,000, or 5.3% at December 31, 2006 to $626,524,000,
compared to $594,893,000 at December 31, 2005, This increase was primarily attributable to growth in certificates
of deposit partially offset by a decrease in money market accounts. The net increase in deposits was primarily used
to fund loan growth.

FHLB Advances. FHLB advances increased $15,000,000, or 9.5% at December 31, 2006 to $173,000,000,
compared to $158,000,000 at December 31, 2005. This increase was the result of management’s decision to borrow
funds from FHLB at more favorable rates than would have been necessary to attract the needed funds through
customer deposits.

Subordinated Debentures. Bancorp has a non-consolidated subsidiary trust, Severn Capital Trust I, of which
100% of the common equity is owned by Bancorp. The trust was formed for the purpose of issuing corporation-
obligated mandatorily redeemable capital securities (“capital securitics”) to third-party investors and investing the
proceeds from the sale of such capital securities solely in subordinated debt securities of Bancorp (“debentures™).
The debentures held by the trust are the sole assets of the trust. Distributions on the capital securities issued by the
trust are payable quarterly at a rate per annum equal to the interest rate being earned by the trust on the debentures
held by the trust. The capital securities are subject to mandatory redemption, in whole or in part, upon repayment of
the debentures. Bancorp has entered into an agreement which, taken collectively, fully and unconditionally
guarantees the capital securities subject to the terms of the guarantee. The debentures held by Severn Capital Trust I
are first redeemable, in whole or in part, by Bancorp on January 7, 2010.

The subordinated debentures from Bancorp to the trust consist of a $20,619,000 note, which is at a floating
rate of interest of LIBOR (5.37% at December 31, 2006) plus 200 basis points, and matures in 2035.

Off-Balance Sheet Arrangements. Bancorp has certain outstanding commitments and obligations that could
impact Bancorp’s financial condition, liquidity, revenues or expenses. These commitments and obligations include
standby letters of credit, home equity lines of credit, loan commitments, lines of credit, and loans sold and serviced
with limited repurchase provisions.

Standby letters of credit, which are obligations of Bancorp to guarantee performance of borrowers to
governmental entities, decreased $585,000, or 8.8% as of December 31, 2006 to $6,032,000, compared to
$6,617,000 as of December 31, 2005. Bancorp continues to see demand by its borrowers for letter of credit
requirements,

Construction loans in process decreased $31,492,000, or 23.1% as of December 31, 2006 to $104,747,000,
compared to $136,239,000 as of December 31, 2005. Construction loan demand has decreased from 20035, and the
amount of construction loans in process has decreased.

Home equity lines of credit increased $5,282,000, or 26.7%, as of December 31, 2006 to $25,084,000,
compared to $19,802,000 as of December 31, 2005. Home equity lines of credit allow the borrowers to draw funds
up to a specified loan amount, from time to time. Bancorp’s management believes it has sufficient liquidity
resources 1o have the funding available as these borrowers draw on these loans. This increase was a result of the
competitively low interest rates offered on home equity loans.

Loan commitments decreased $4,700,000, or 24.1%, as of December 31, 2006 to $14,815,000, compared to
$19,515,000 as of December 31, 2005. Loan commitments are obligations of Bancorp to provide loans, and such
commitments are made in the usual course of business. This decrease was a result of a general slowdown in the
demand for new loans at the end of 2006.

Lines of credit, which are obligations of Bancorp to fund loans made to certain borrowers, decreased
$287,000, or 0.8%, to $33,495,000 as of December 31, 2006, compared to $33,782,000 as of December 31, 2005.
The demand for this type of loan product has remained constant during 2006. Bancorp’s management believes it
has sufficient liquidity resources to have the funding available as these borrowers draw on these loans.
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Loans sold and serviced Wit!‘l limited repurchase provisions.decreased $4,959,000, or 44.9%, as of December
31, 2006 to $6,089,000, compared to $11,048,000 as of December 31, 2005. This decrease was the result of the
slowdown in the market for loans sold on the secondary market.

- Bancorp uses the same credit policies in making commitrments and conditional obligations as it does for its on-
balance sheet instruments.

Comparison of Results of Operations for the Years Ended December 31, 2006 and 2005.

General. Bancorp’s net income for the year ended December 31, 2006 was $15,748,000, or $1.72 per share
dituted. This is compared to $14,554,000, or $1.59 per share diluted in 2005, This increase of $1,194,000, or 8.2%,

was primanly the result of the growth in Bancarp's mortgage portfolio and Bancorp’s continued ability to maintain
low operating expenses.

Net Interest Income. Net interest income (interest eamed net of interest charges) increased $2,935,000, or
-8.3% to $38,115,000 for the year ended December 31, 2006, compared to $35,180,000 for the year ended December
31, 2005. This increase was primarily due to the growth in the loan portfolio, which offset a 0.15% decrease in
Bancorp’s interest rate spread to 4.20% for the year ended December 31, 2006, compared to 4.35% for the year
ended December 31, 2005. Bancorp's interest rate spread decreased over the past year because interest rates eamed
on the Bank’s loans have nsen slower than the rise in interest rates paid on the Bank’s interest bearing liabilities.
Bancorp is uncertain whether it will be able to continue to attract lower cost deposits, as it has done in the last year,

due to the general expectation of continued increased competition for deposit accounts and the possibility for
interest rate increases in the future.

Provision for Loan Losses. The Bank's loan portfolio is subject to varying degrees of credit risk and an
allowance for loan losses is maintained to absorb losses inherent in its loan portfolio. Credit risk includes, but is not
limited to, the potential for borrower default and the failure of collateral to be worth what the Bank determined it
was worth at the time of the granting of the loan. The Bank monitors its loan portfolio at least as often as quarterly
and its loan delinquencies at least as often as monthly. All loans that are delinquent and all loans within the various
categories of the Bank’s portfolio as a group are evaluated. The Bank’s Board, with the advice and
recommendation of the Bank’s delinquency committee, estimates an allowance to be set aside for loan losses.
Included in determining the calculation are such factors as the inherent risk contained within the portfolio after
considering the state of the general economy, economic trends, consideration of particular risks inherent in different
kinds of lending and consideration of known information that may affect loan collectibility. An increase in the loan
loss provision from the beginning of the year to the end of a year is the result after an analysis of the
aforementioned factors and applying that rationale to the total portfolio.

As more commercial and higher loan-to-value loans are contained in the portfolio, the greater the allowance
for loan losses will be. Changes in estimation methods may take place based upon the status of the economy and
the estimate of the value of collateral and, as a result, the allowance may increase or decrease. The Bank believes
that some portions of its loan portfolio have greater actual risk and, in other areas, there is greater inherent risk. The
loan loss allowance has increased when the Board believes trends are negative and contributions to the allowance
have decreased when trends are more positive. Management believes that the allowance for loan losses is adequate.

The total allowance for Joan losses increased $1,521,000, or 20.3% to $9,026,000 as of December 31, 2006,
compared to $7,505,000 as of December 31, 2005. The increase was a result of the current year’s addition to the
allowance and minimal charge offs being incurred. During the year ended December 31, 2006, the provision for
loan losses was $1,561,000 compared to $1,570,000 for the year ended December 31, 2005. This decrease of
$9,000 or 0.6%, was a result of slower loan growth and management’s determination that adding to the provision
for Toan losses was appropriate for the level of inherent risk in its portfolio as compared to the year ended December
31, 2005.

Other Income and Non Interest Expenses. Revenues from mortgage banking activities decreased $599,000,
or 42.3% to $817,000 for the year ended December 31, 2006, compared to $1,416,000 for the year ended December
31, 2005. This decrease was primarily the result of a $159,000 decrease in mortgage processing and servicing fees
and a $440,000 decrease in the gain on sale of loans for the year ended December 31, 2006 compared to the year
ended December 31, 2005. These decreases were attributable to a general slowdown in loan activity, which resulted
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in fewer loans sold on the secondary market during 2006 and less mortgage processing and servicing fees during
2006.

Real estate commissions increased $1,473,000, or 270.3% to $2,018,000 for the year ended December 31,
2006, compared to $545,000 for the year ended December 31, 2005. This increase was primarily the result of
commissions eamned on several large seitlements that took place during 2006. Real estate management fees
increased $152,000, or 35.7% for the year ended December 31, 2006, compared to $426,000 for the year ended
December 31, 2005. This increase was primarily due to additional properties being managed in 2006.

Other non-interest income increased $93,000, or 25.8% to $454,000 for the year ended December 31, 2006,
compared to $361,000 for the year ended December 31, 2005. This increase was primarily a result of an increase in
rents collected and savings charges.

Compensation and related expenses increased $1,254,000, or 13.8% to $10,334,000 for the year ended
December 31, 2006, compared to $9,080,000 for the year ended December 31, 2005. This increase was the result of
additional Bank employees hired, higher commissions paid on loan growth, and salary rate increases. As of
December 31, 2006, Bancorp had 121 full-time equivalent employees compared to 111 at December 31, 2005.

Occupancy decreased $13,000, or 1.8% to $706,000 for the year ended December 31, 2006, compared to
$719,000 for the year ended December 31, 2005. Beginning in 2007, the Bank and Bancorp’s administrative
offices will move to its new headquarters in a building owned by HS West, LLC. It is not expected that this move
will have a material impact on occupancy costs.

Other non-interest expense decreased $54,000, or 1.8% to $3,025,000 for the year ended December 31, 2006,
compared to $3,079,000 for the year ended December 31, 2005. This decrease was primarily a result of a one-time
cash reconciliation charge off of $135,000 in 2005 and a decrease in miscellaneous expenses of approximately
$67,000, partially offset by increases in professional fees of approximately $68,000 and an increase in advertising
expenses of approximately $97,000.

Income Taxes. Income taxes increased $1,682,000, or 18.8% to $10,608,000 for the year ended December
31, 2006, compared to $8,926,000 for the year ended December 31, 2005. The effective tax rate for the years ended
December 31, 2006 and 2005 was 40.2% and 38.0%, respectively.

Comparison of Operating Results for the Years Ended December 31, 2005 and 2004

General. Bancorp’s net income for the year ended December 31, 2005 was $14,554,000, or $1.59 per share
diluted. This is compared to $12,931,000, or $1.42 per share diluted for the year ended December 31, 2004. This
increase of $1,623,000, or 12.6%, was primarily the result of the continued growth in Bancorp’s mortgage portfolio
coupled with Bancorp’s continued ability to maintain low operating expenses.

Net Interest Income. Net interest income (interest earned net of interest charges) totaled $35,180,000 for the
vear ended December 31, 2005, compared to $30,198,000 for the year ended December 31, 2004, an increase of
$4,982,000 or 16.5%. This increase was primarily due to the growth in the loan portfolio, which offset a .29%
decrease in Bancorp’s interest rate spread to 4.35% for the year ended December 31, 2005, compared to 4.64% for
the same period in 2004. Bancorp’s interest rate spread decreased during 2005 year because interest rates carned on
the Bank’s loans had risen slower than the rise in interest rates paid on the Banks interest bearing liabilities.

Provision for Loan Losses. As of December 31, 2005, the total allowance for loan losses was $7,505,000 as
compared to $5,935,000 as of December 31, 2004, which was an increase of $1,570,000, or 26.5%. The increase
was a result of the 2005 addition to the allowance and no charge offs being incurred.  During the year ended
December 31, 2005, the provision for loan losses was $1,570,000 compared to $1,200,000 for the year ended
December 31, 2004. This increase of $370,000 or 30.8%, was a result of increased loan growth and management’s
determination that adding to the provision for loan losses was appropriate for the level of inherent risk in its
portfolio as compared to the year ended December 31, 2004.
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Other Income and Non Interest Expenses. Mortgage banking activities decreased $19,000, or 1.3% to
$1,416,000 for the year ended December 31, 2005, compared to $1,435,000 for the year ended December 31, 2004,
This decrease was primarily the result of a $32,000 decrease in mortgage processing and servicing fees partially
offset by a $13,000 increase in the gain on sale of loans for the year ended December 31, 2005 compared to the year
ended December 31, 2004. The increase in the gain on sale of loans was atiributable to increased amount of loans
sold on the secondary market during 2005. The decrease in mortgage processing and servicing fees related to a
slowdown during 2005 of residential mortgages being refinanced.

Real estate commissions totaled $545,000 for the year ended December 31, 2005, compared to $1,234,000 for
the year ended December 31, 2004, a decrease of $689,000 or 55.8%. This decrease was primarily due to a
slowdown in commercial property sales and leasing. Real estate management fees totaled $426,000 for the year
ended December 31, 2005, compared to $404,000 for the year ended December 31, 2004, an increase of $22,000 or
5.4%. This increase was primarily due to an increase in the amount of managed real estate.

Other non-interest income totaled $361,000 for the year ended December 31, 2005, compared to $329,000 for
the year ended December 31, 2004, an increase of $32,000, or 9.7%. This increase was primarily a result of an
increase in fees collected on loans.

Compensation and related expenses totaled $9,080,000 for the year ended December 31, 2005, compared to
$8,167,000 for the year ended December 31, 2004, an increase of $913,000 or 11.2%. This increase was the result
of hiring additional Bank employees, higher commissions paid on loan growth, and salary rate increases. As of
December 31, 2005, Bancorp had 111 full-time equivalent employees compared to 95 at December 31, 2004,

Other non-interest expense totaled $3,079,000 for the year ended December 31, 2005, compared to $2,434,000
for the year ended December 31, 2004, an increase of $645,000, or 26.5%. This increase was primarily a result of
increases in professional fees of $183,000, a cash reconciliation charge off of approximately $135,000 and an
increase in office expenses of approximately $75,000.

Income taxes. !ncome taxes for the year ended December 31, 20035 were $8,926,000, compared to $8,258,000
for the year ended December 31, 2004, an increase of $668,000 or 8.1%. The effective 1ax rate for the years ended
December 31, 2005 and 2004 was 38.0% and 39.0%, respectively.

Liquidity and Capital Resources.

Bancorp’s liquidity is determined by its ability to raise funds through loan payments, maturing investments,
deposits, borrowed funds, capital, or the sale of loans. Based on the internal and extemal sources available,
Bancorp’s liquidity position exceeded anticipated short-term and long-term needs at December 31, 2006. Core
deposits, considered to be stable funding sources and defined to include all deposits except time deposits of
$100,000 or more, equaled 68% of total deposits at December 31, 2006, The Bank’s experience is that a substantial
portion of certificates of deposit will renew at time of maturity and will remain on deposit with the Bank.
Additionally, loan payments, maturities, deposit growth and eamings contribute a flow of funds available to meet
liquidity requirements.

In addition to its ability to generate deposits, Bancorp has external sources of funds, which may be drawn upon
when desired. The primary source of external liquidity is an available line of credit equal to 30% of the Bank’s
assets with FHLB-Atlanta. The available line of credit with FHLB-Atlanta was $273,575,000 at December 31,
2006, of which $173,000,000 was outstanding at that timie. For interest rates on these advances, see note 7 to the
consolidated financial statements.

In assessing its liquidity the management of Bancorp considers operating requirements, anticipated deposit
flows, expected funding of loans, deposit maturities and borrowing availability, so that sufficient funds may be
available on short notice to meet obligations and business opportunities as they arise.  As of December 31, 2006,
Bancorp had $14,815,000 outstanding in loan commitments, which Bancorp expects to fund from the ‘sources of
liquidity described above. This amount does not include undisbursed lines of credit, home equity lines of credir and
standby letiers of credit, in the aggregate amount of $64,61,000, which Barcorp anticipates it will be able to fund,
if required, from these liquidity sources in the regular course of business.




In addition to the foregoing, the payment of dividends is a use of cash, but is not expected to have a material
effect on liquidity.

The Bank is subject to various regulatory capital requirements administered by the federal banking agencies.
Failure to meet minimum capital requirements can initiate certain mandatory, and possible additional discretionary,
actions by the regulators that, if undertaken, could have a direct material effect on the Bank’s financial statements.
Under capital adequacy guidelines and the regulatory framework for prompt corrective action, the Bank must meet
specific capital guidelines that involve quantitative measures of the Bank'’s assets, liabilities, and certain off-balance
sheet items as calculated under regulatory accounting practices. The Bank’s capital amounts and classifications are
also subject to qualitative judgments by the regulators about components, risk weightings, and other factors.
Management believes, as of December 31, 2006, that the Bank meets all capital adequacy requirements to which it
is subject.

Contractual Obligations

The following table contains for the periods indicated information regarding the financial obligations owing by
Bancorp under contractual obligations.

Payments due by period
(dollars in thousands)

Total- 2007 2008-2009  2010-2011 2012 +
Long term debt $155,000 £15,000 $35,000 $10,000 £95,000
Subordinated debentures 20,619 - - - 20,619
Operating lease obligations 214 60 120 34 -
Certificates of Deposit 490,865 409,469 50,842 30,509 45
Total $666,698 $424,529 $85,962 340,543 $115,664

Item 7A. Quantitative and Qualitative Disclosures About Market Risk

Qualitative Information About Market Risk. The principal objective of Bancorp’s interest rate risk
management is 1o evaluate the interest rate risk included in balance sheet accounts, determine the level of risks
appropriate given Bancorp’s business strategy, operating environment, capital and liquidity requirements and
performance objectives, and manage the risk consistent with Bancorp’s interest rate nsk management policy.
Through this management, Bancorp seeks to reduce the vulnerability of its operations to changes in interest rates.
The Board of Directors of Bancorp is responsible for reviewing assets/liability policies and interest rate risk
position. The Board of Directors reviews the interest rate risk position on a quarterly basis and, in connection with
this review, evaluates Bancorp’s business activities and strategies, the effect of those strategies on Bancorp’s net
interest margin and the effect that changes in interest rates will have on Bancorp’s loan portfolio. While continuous
movement of interest rates is certain, the extent and timing of these movements is not always predictable. Any
movement in interest rates has an effect on Bancorp’s profitability. Bancorp faces the risk that rising interest rates
could cause the cost of interest bearing liabilities, such as deposits and borrowings, to rise fasier than the yield on
interest eaming assets, such as loans and investments. Bancorp’s interest rate spread and interest rate margin may
be negatively impacted in a declining interest rate environment even though Bancormp generally borrows at short-
term interest rates and lends at longer-term interest rates. This is because loans and other interest eamning assets
may be prepaid and replaced with lower yiclding assets before the supporting interest bearing liabilities reprice
downward. Bancorp’s interest rate margin may also be negatively impacted in a flat or inverse-yield curve
environment. Mortgage origination activity tends to increase when interest rates trend lower and decrease when
interest rates rise.
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Bancorp’s primary strategy to control intetest rate risk is to Sell substantially all long-term fixed-rate loans in
the secondary market. To further control interest rate risk related to its loan servicing portfolio, Bancorp originates
a substantial amount of construction loans that typically have terms of one year or less. The tummover in
construction loan portfolio assists Bancorp in maintaining a reasonable level of interest rate risk.

Quantitative Information About Market Risk. The primary market risk facing Bancorp is interest rate risk.
From an enterprise prospective, Bancorp managgs this risk by striving to balance its loan origination activities with
the interest rate market. Bancorp attempts to maintain a substantial portion of its loan portfolio in short-term loans
such as construction loans. This has proven to be an effective hedge against rapid increases in interest rates as the
construction loan portfolio reprices rapidly.

The matching of maturity or repricing of interest carning assets and interest bearing liabilities may be analyzed
by examining the extent 1o which these assets and liabilities are interest rate sensitive and by monitoring the Bank’s
interest rate sensitivity gap. An interest earning asset or interest bearing liability is interest rate sensitive within a
specific time period if it will mature or reprice within that time period. The difference between rate sensitive assets
and rate sensitive liabilities represents the Bank’s interest sensitivity gap.

Exposure to interest rate risk is actively monitored by Bancorp’s management. [ts objective is to maintain a
consistent level of profitability within acceptable risk tolerances across a board range of potential interest rate
environments. Bancorp uses the OTS Net Portfolio Value (“NPV"™) model to monitor its exposure to interest rate
risk, which calculates changes in NPV. The following table represents Bancorp’s NPV at December 31, 2006. The
NPV was calculated by the OTS, based upon information provided to the OTS.

INTEREST RATE SENSITIVITY OF NET PORTFOLIO VALUE (NPV)

Net Portfolio Value NPV as % of PV of Assets
Change In Rates Amount § Change % Change NPV Ratio Change
{dollars are in thousands)
+300 bp 108,903 (17,518) (14%) 12.22% (148bp)
+200 bp 115,804 (10,617 (8%) 12.83% (B7bp)
+100 bp 121,130 (5,292) (4%) 13.27% {42bp)
0 bp 126,421 13.69%

-100 bp 130,260 3,838 3% 13.96% 27op
-200 bp 132,417 5,995 5% 14.05% 36bp
-300 bp - - -% -% -bp

The above table suggests that if interest rates rise 100 bps, Bancorp’s interest sensitive assets would decline by
$5,292,000.

Item 8. Financial Statements and Supplementary Data

Financial statements and supplementary data are included herein at pages F1 through F35.

Item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

None.




Item 9A. Controls and Procedures

Under the supervision and with the participation of Bancorp's management, including its Chief Executive
Officer and Chief Financial Officer, Bancorp has evaluated the effectiveness of its disclosure controls and
procedures (as defined in Securities Exchange Act Rule 13a-15(e)) as of December 31, 2006. Based upon this
evaluation, the Chief Executive Officer and Chief Financial Officer have concluded that, as of the period covered by
this report, Bancorp’s disclosure controls and procedures were effective in reaching a reasonable level of assurance
that (i) information required to be disclosed by Bancorp in the reports that it files or submits under the Securities
Exchange Act of 1934 is recorded, processed, summarized and reported within the time periods specified in the
Securities and Exchange Commission’s rules and forms and (ii) information required to be disclosed by Bancorp in
its reports that it files or submits under the Securities Exchange Act of 1934 is accumulated and communicated to its
management, including its principal executive and principal financial officers, or persons performing similar
functions, as appropriate to allow timely decisions regarding reguired disclosure.

Bancorp’s management, with the participation of its Chief Executive Officer and Chief Financial Officer, also
conducted an evaluation of Bancorp's internal control over financial reporting, as defined in Exchange Act Rule
13a-15(f), to determine whether any changes occwrred during the quarter ended December 31, 2006, that have
materially affected, or are reasonably likely to materially affect, Bancorp’s internal control over financial reporting.
Based on that evaluation, there were no such changes during the quarter ended December 31, 2006.

A control system, no matter how well conceived and operated, can provide only reasonable, not absolute,
assurance that the objectives of the control system are met. Further, the design of a control system must reflect the
fact that there are resource constraints, and the benefits of controls must be considered relative to their costs.
Because of the inherent limitations in all control systems, no evaluation of controls can provide absolute assurance
that all control issues and instances of fraud, if any, within Bancorp have been detected. Because of the inherent
limitations in a cost-effective control system, misstatements due to error or fraud may occur and not be detected.




MANAGEMENT’S REPORT ON INTERNAL CONTROL OVER FINANCIAL REPORTING

Severn Bancorp, Inc. (“Bancorp”) is responsible for the preparation, integrity, and fair
presentation of the consolidated financial statements included in this annual report. The consolidated
financial statements and notes included in this annual report have been prepared in conformity with

United States generally accepted accounting principals, and as such, include some amounts that are based
on management’s best estimates and judgments.

Bancorp’s management is responsible for establishing and maintaining effective internal control
over financial reporting. The system of internal control over financial reporting, as it relates to the
financial statements, ts evaluated for effectiveness by management and tested for reliability through a
program of internal audits and management testing and review. Actions are taken to correct potential
deficiencies as they are identified. Any system of internal control, no matter how well designed, has
inherent limitations, including the possibility that a control can be circumvented or overridden and
misstatements due to crror or fraud may occur and not be detected. Also, because of changes in
conditions, internal control effectiveness may vary over time. Accordingly, even an effective system of
mtemnal control will provide only reasonable assurance with respect to financial statement preparation.

Management assessed the effectiveness of Bancorp’s intemal control over financial reporting as

of December 31, 2006. In making this assessment, it used the criteria set forth by the Committee of
Sponsorship Organizations of the Treadway Commission (COSO) in fnternal Control — Integrated
- Framework. Based on its assessment, management concluded that as of December 31, 2006, Bancorp's

mternal control over financial reporting is effective and meets the criteria of the Imternal Control —
Integrated Framework.

Bancorp’s independent registered public accounting firm, Beard Miller Company LLP, has issued
as aftestation report on management’s assessment of Bancorp’s internal control over financial reporting.
This report appears on pages 50 and 51.

/s/ Alan ). Hyatt ‘ /s/ Thomas G. Bevivino
Alan J. Hyatt Thomas G. Bevivino
President and Chief Executive Officer Principal Financial Officer




REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and
Stockholders of Severn Bancorp, Inc.

We have audited management’s assessment, included in the accompanying Management’s Report on
Internal Control Over Financial Reporting, that Severn Bancorp, Inc. and Subsidiaries maintained effective internal
control over financial reporting as of December 31, 2006, based on criteria established in Internal Control-
Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission
{COSO). The Corporation’s management is responsible for maintaining effective intemnal control over financial
reporting and for its assessment of the effectiveness of internal control over financial reporting. Our responsibility
is 10 express an opinion on management’s assessment and an opinion on the effectiveness of the company’s intemal
control over financial reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether effective imemnal control over financial reporting was maintained in all material respects. Our audit
included obtaining an understanding of internal control over financial reporting, evaluating management’s
assessment, testing and evaluating the design and operating effectiveness of intemal control, and performing such
other procedures as we considered necessary in the circumstances. We believe that our audit provides a reasonable
basis for our opinion.

A company’s intemal control over financial reporting is a process designed to provide reasonable
assurance regarding the reliability of financial reporting and the preparation of financial statements for external
purposes in accordance with generally accepted accounting principles. A company’s internal control over financial
reporting includes those policies and procedures that (1) pertain to the maintenance of records that, in reasonable
detail, accurately and fairly reflect the transactions and dispositions of the assets of the company; (2) provide
reasonable assurance that transactions are recorded as necessary to permit preparation of financial statements in
accordance with generally accepted accounting principles, and that receipts and expenditures of the company are
being made only in accordance with authorizations of management and directors of the company; and (3) provide
reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the
company’s assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk that
controls may become inadequate because of changes in conditions, or that the degree of compliance with the
policies or procedures may deteriorate.




| In our opinion, management’s assessment that Severn Bancorp, Inc. and Subsidiaries maintained effective
internal control over financial reporting as of December 31, 2006, is fairly stated, in all material respects, based on
criteria established in Jnternal Control-Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission (C()SO) Also, in our opinion, Seven Bancorp, Inc. and Subsidiaries
maintained, in all material respects, effective internal control over financial reporting as of December 31, 2006,
based on criteria established in Internal Control-Integrated Framework issued by the Committee of Sponsormg
Orgamzanons of the Treadway Commission {COSQ).

|

|

I

I

We have also audited, in accordance with the standards of the Public Company Accounting Oversight
Board (United States), the consolidated financial statements of Severn Bancorp, Inc. and Subsidiaries as of and for
the year ended December 31, 2006 and our report dated March 6, 2007 expressed an unqualified opinion on those
financial statements.

WM%LLP

Beard Miller Company LLP
Baltimore, Maryland
March 6, 2007




Item 9B. Other Information

Bancorp does not have any employees. The executive officers of Bancorp are employees at-will of the Bank.
The Board of Directors of the Bank has a Compensation Committee, which determines the compensation of the
executive officers of Bancorp. Annually, the Compensation Committee of the Bank’s Board of Directors evaluates
profiles of comparable financial institutions to assure that the compensation to its executive officers is comparable
to its peer group. Other factors used by the Compensation Committee in determining compensation for its executive
officers include an assessment of the overall financial condition of the Bank, including an analysis of the Bank’s
asset quality, interest rate risk exposure, capital position, net income and consistency of eamings. The Bank’s return
on average assets and return on equity is considered and compared to its peer group. The complexity of the -
activities of the executive officers are considered, and intangible items are considered such as the reputation and
general standing of the Bank within the community and the likelihood of continuing successful and profitable
results.

Based on the considerations set forth above, at its meeting on November 21, 2006, the Compensation
Committee approved bonuses for the Bank's executive officers for fiscal year 2006 as follows: Alan J. Hyatt,
$191,000; Melvin E. Meekins, Jr., $135,300; S. Scott Kirkley, $82,500; and Thomas G. Bevivino, $50,000. In
addition, the Compensation Committee, at its meeting on November 21, 2006, approved the annual base salaries of
the Bank’s executive officers for fiscal year 2007 as follows: Alan J. Hyat1, $278,000; Melvin E. Meekins, Ir.,
$330,000; S. Scott Kirkley, $236,000; and Thomas G. Bevivino, $167,000.

PART 111

Item 10. Directors and Executive Officers of the Registrant and Corporate Governance

Reference is made to the section captioned “Proposal 1: Election of Directors” in Bancorp’s Proxy Statement
dated March 21, 2007 for the information required by this Item, which is hereby incorporated by reference.

Reference is made to the section captioned “Stock Qwnership” in Bancorp’s Proxy Statement dated March 21,
2007 for the information required by this Item, which is hereby incorporated by reference.

Reference is made to the section captioned ““Section 16(z) Beneficial Ownership Reporting Compliance™ in
Bancorp’s Proxy Statement dated March 21, 2007 for the information required by this Item, which is hereby
incorporated by reference.

Item 11. Executive Compensation

Reference is made to the section captioned “Director and Executive Officer Compensation™ in Bancorp's
Proxy Statement dated March 21, 2007 for the information required by this ltem, which is hereby incorporated by
reference. .




Item 12. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder
Matters

Reference iz made to the section captioned “Stock Ownership” and “Director and Executive Qfficer
Compensation” in Bancorp’s Proxy Statement dated March 21, 2007 for the information required by this Item,
which is hereby incorporated by reference.

Number of Number of
securities to be securities
issued upon Weighted-average remaining available
exercise of exercise price of for future issuance
outstanding outstanding Under equity
options, warrants options, warrants compensation
Plan Category and rights _and rights plans
Equity compensation 112,400 $17.43 45,100
plan approved by
security holders
Equity compensation - - -
plans not approved by
security holders
Total 112,400 $17.43 45,100

Item 13. Certain Relationships and Related Transactions, and Director Independence

Reference is made to the sections captioned “Compensation Committee Interlocks, and Insider Participation,”
and “Certain Transactions With Related Persons™ in Bancorp's Proxy Statement dated March 21, 2007 for the
information required by this Item, which is hereby incorporated by reference.

Reference is made to the section captioned “Director Independence” in Bancorp’s Proxy Statement dated
March 21, 2007 for the information required by this Item, which is hereby incorporated by reference.

1tem 14. Principal Accountant Fees and Services

-

Reference is made to the section captioned “Relationship with Independent Auditors™ in Bancorp’s Proxy
Statement dated March 21, 2007 for the information required by this Item, which is hereby incorporated by
reference.

55




PART IV
Item 15. Exhibits and Financial Statement Schedules

(a) The following consolidated financial statements of Bancorp and its wholly owned subsidiaries are filed as
part of this report:

1.

3
Exhibit No.

31
3.2
33
10.1+
10.2+
10.3+
10.4+
14
21.1
231
311
31.2
32

'

Financial Statements

. REPORTS OF BEARD MILLER COMPANY LLP, INDEPENDENT REGISTERED
PUBLIC ACCOUNTING FIRM.

. CONSOLIDATED STATEMENTS OF FINANCIAL CONDITION AT DECEMBER
31, 2006 AND DECEMBER 31, 2005

. CONSOLIDATED STATEMENTS OF INCOME FOR THE YEARS ENDED
DECEMBER 31, 2006, 2005, AND 2004

. CONSOLIDATED STATEMENTS OF CASH FLOWS FOR THE YEARS ENDED
DECEMBER 31, 2006, 2005, AND 2004

. CONSOLIDATED STATEMENTS OF STOCKHOLDERS' EQUITY FOR THE
YEARS ENDED DECEMBER 31, 2006, 2005 AND 2004,

. NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Financial Statement Schedules
All financial statement schedules have been omitted, as required information is either inapplicable
or included in the consolidated financial statements or related notes.

Exhibits
The following exhibits are filed as part of this report:
Description of Exhibit

Articles of Incorporation of Severn Bancorp, Inc. )

Bylaws of Severn Bancorp, Inc. ‘"

Amendment to Bylaws

Description of compensation of directors and officers

Stock Option Plan !

Employee Stock Ownership Plan *’

Form of Common Stock Option Agreement'’

Code of Ethics ©

Subsidiaries of Severn Bancorp, Inc.

Consent of Independent Registered Public Accounting Firm

Certification of CEO pursuant to Section 302 of Sarbanes-Oxley Act of 2002
Certification of CFO pursuant to Section 302 of Sarbanes-Oxley Act of 2002
Certification of CEO and CFO pursuant to Section 906 of Sarbanes-Oxley Act of 2002

+ Denotes management contract, compensatory plan or arrangement.

1} Incorporated by reference from Bancorp’s Registration Statement of Form 10 filed with the Securities and Exchange
Commission on June 7, 2002.

2) Incorporated by reference from Bancorp's 2003 Form 10-K filed with the Securities and Exchange Commission on March 25,

2004,

® Incorporated by reference from Bancorp's 2004 Form 10-K filed with the Securities and Exchange Commission on March 21,

2005,

“ Incorporated by
on March 20, 2006.

reference from Bancorp's Current Report on Form 8-K filed with the Securities and Exchange Commission




SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the registrant has
duly caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.

SEVERN BANCORP, INC.

March 6, 2007 {s/ Alan J. Hyatt
Alan J. Hyatt
Chairman of the Board, President,
Chief Executive Officer and Director




Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by
the following persons on behalf of the registrant and in the capacities and on the dates indicated.

March 6, 2007

March 6, 2007

March 6, 2007

March 6, 2007

March 6, 2007

March 6, 2007

March 6, 2007

March 6, 2007

March 6, 2007

March 6, 2007

/s/ Alan J. Hyatt

Alan J. Hyatt

Chairman of the Board,

President, Chief Executive Officer
and Director

/s/ Thomas G. Bevivino
Thomas G. Bevivino, Executive Vice
President and Chief Financial Officer

/s/ 8. Scott Kirkle
S. Scott Kirkley, Executive Vice
President, Secretary, Treasurer and Director

/s/ Melvin E. Meekins, Jr.
Melvin E. Meekins, Ir., Executive
Vice President and Director

s/ Melvin Hyatt
Melvin Hyatt, Director

/s/ Ronald P. Pennington
Ronald P. Pennington, Director

/st T. Theodore Schultz
T. Theodore Schultz, Director

/s/ Albert W, Shields
Albert W, Shields, Director

/sf Louis DiPasquale, Jr.
Louis DiPasquale, Jr., Director

/s/ Keith Stock
Keith Stock, Director
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PORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Stockholders
Severn Bancorp, Inc.
Annapolis, Maryland

We have audited the accompanying consolidated statements of financial condition of Sevem
Bancorp, Inc. and subsidiaries as of December 31, 2006 and 2005, and the related consolidated statements
of income, stockholders’ equity and cash flows for each of the three years in the period ended December
31, 2006. These consolidated financial statements are the responsibility of the Company’s management.
Our responsibility is to express an opinion on these consolidated financial statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting
Oversight Board (United States). Those standards require that we plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements. An audit also includes assessing the accounting principles used and significant estimates
made by management, as well as evaluating the overall financial statement presentation. We believe that
our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material
respects, the financial position of Severn Bancorp, Inc. and subsidiaries as of December 31, 2006 and
2005, and the results of their operations and their cash flows for each of the three years in the period ended

December 31, 2006 in conformity with accounting principles generally accepted in the United States of
America.

As discussed in Note 11 to the consolidated financial statements, the Company changed its method
of accounting for share-based payments in 2006.

We also have audited, in accordance with the standards of the Public Company Accounting
Oversight Board (United States), the effectiveness of Severmn Bancorp, Inc.’s internal control over
financial reporting as of December 31, 2006, based on criteria established in Internal Control — Integrated
Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission {COSQO),
and our report dated March 6, 2007 expressed an unqualified opinion on management’s assessment of
internal control over financial reporting and an unqualified opinion on the effectiveness of internal control
over financial reporting.

Bea 2 Mblee C?m‘ - E ” LLP |

Beard Miller Company LLP
Baltimore, Maryland
March 6, 2007




SEVERN BANCORP, INC. AND SUBSIDIARIES

Annapolis, Maryland
CONSOLIDATED STATEMENTS OF FINANCIAL CONDITION

{dollars in thousands, except per share data)

December 31,
2006 2005
ASSETS

Cash and due from banks $16,982 $8,771
Interest bearing deposits in other banks 709 301
Federal funds sold 1,024 15,923

Cash and cash equivalents 18,715 24,995
Investment securities held to maturity 7,271 8,290
Loans held for sale 2,970 3,216
Loans receivable, net of allowance for loan losses of

$9,026 and $7,505, respectively 832,507 776,117
Premises and equipment, net 30,411 19,963
Federal Home Loan Bank stock at cost 9,468 8,513
Accrued interest receivable and other assets 10,574 8,680
Total assets $911,916 $849,774

LIABILITIES AND STOCKHOLDERS' EQUITY

Liabilities

Deposits $626,524 $594,893

Short-term borrowings 18,000 26,000

Long-term borrowings 155,000 132,000

Subordinated debentures 20,619 20,619

Accrued interest payable and other liabiiities 5331 3,550
Total liabilities 825,474 777,062
Stockholders’ Equity
Common stock, $0.01 par value, 20,000,000 shares authorized;

9,150,850 and 8,318,184 shares issued and outstanding at

December 31, 2006 and 2005, respectively g2 - 83
Additional paid-in capital 28,270 11,516
Retained eamings 58,080 61,113
Total stockholders' equity 86,442 72,712
Total liabiiities and stockholders' equity $911,916 $849,774

The accompanying notes to consolidated financial statements are an integral part of these slatements.




SEVERN BANCORP, INC. AND SUBSIDIARIES
Annapolis, Maryland
CONSOLIDATED STATEMENTS OF INCOME
{dollars in thousands, except per share data)

Years Ended December 31,

Interest Income 2006 2005 2004
Loans $68,610 $56,120 ) $44,001
Securities, taxable 266 327 419
Other 1,299 688 319

Total interest income 70,175 57,135 44 829

Interest Expense

Deposits 23,706 16,274 11,292
Short-term borrowings 438 853 259
Long-term borrowings and subordinated debentures 7,916 4,828 3,080
Total interest expense 32,060 21,955 14,631
Net interest income 38,115 35,180 30,198
Provision for loan losses 1,561 1,570 1,200
Net interest income after provision for loan losses 36,554 33,610 28,998

Other Income

Mortgage banking activities 817 1,416 1,435 |
Real estate commissions 2,018 545 1,234 |
Real estate management fees 578 426 404
Other income 454 361 329 :
Total other income 3,867 2,748 3,402 i
Non-Interest Expenses
Compensation and related expenses 10,334 9,080 8,167
Occupancy 706 719 51 0
Other 3,025 3,079 2,434
Total non-interest expenses 14,065 12,878 11,211
Income before income tax provision 26,356 23,480 21,189 :
Income tax provision 10,608 8,926 8,258 |
: Net income $15,748 $14,554 $12,931
Basic earnings per share $1.72 $1.59 $142
Diluted earnings per share $1.72 $1.59 $1.42

The accompanying notes to consolidated financial statements are an integral part of these statements.




SEVERN BANCORP, INC. AND SUBSIDIARIES
Annapolis, Maryland
CONSOLIDATED STATEMENTS OF STOCKHOLDERS' EQUITY
Years Ended December 31, 2006, 2005, and 2004
{doilars in thousands, except per share data)

Additional Total
Common Paid-In Retained Stockholders’
Stock Capital Earnings Equity
Balance - December 31, 2003 $42 $11,516 $37.412 $48,970
Comprehensive Income .
Net income - - - 12,931 12,931
Two-for-one stock split in the
form of a 100% dividend (4,159,092 shares) 41 - (41) -
Dividends on common stock .
($.19 per share) - - (1.747) (1,747)
Balance - December 31, 2004 83 11,516 48,555 60,154
Comprehensive Income
Net income - - 14,554 14,554
Dividends on common stock
($.22 per share) - - (1,998) {1,996}
Balance - December 31, 2005 83 11,516 61,113 72,712 !
Comprehensive Income !
Net income - - 15,748 15,748
10% Stock dividend (831,766 shares) 9 16,576 (16,585) -
Stock-based compensation - 163 - - 163
Dividends on common stock
(3.24 per share) - - {2,196) (2,196)
Exercise of stock options (900 shares) - i5 - 15
Balance - December 31, 2006 $92 $28,270 $58,080 $86,442

The accompanying notes o consolidated financial statements are an integral part of these statements.




SEVERN BANCORP, INC. AND SUBSIDIARIES

Annapolis, Maryland
CONSOLIDATED STATEMENTS OF CASH FLOWS

(doflars in thousands)

Years Ended December 31,

2006 2005 2004
Cash Flows from Qperating Activities
Net income $15,748 $14,554 $12.931
Adjustments to reconcile net income to net '
cash provided by operating activities:
Amortization of deferred loan fees (4,211) (3,927) (3,390)
Net amortization of premiums and -
discounts 31 31 33
Provision for loan losses 1,561 1,570 1,200
Provision for depreciation ' 362 B 377 329
Gain on sale of loans (357) (804) (791)
Proceeds from loans sold to others 31,925 78,008 . 71,664
Loans originated for sale (31,322} (73,766) (74,352)
Stock-based compensation expense 163 - -
Increase in accrued interest receivable .
and other assets (924) (2,111) (1,848)
Increase (Decrease) in accrued interest payable
and other liabilities 1,781 1,120 (346)
Net cash provided by operating activities 14,757 15,052 5,430
Cash Flows from Investing Activities
Proceeds from maturing investment securities - - 1,000
Principal collected on mortgage backed securities 988 1,634 1,733
Net increase in joans (54,710} (123,447) {145,271)
Investment in premises and equipment (10,813) {13,336) {2,008)
Proceeds from disposal of premises and
equipment 3 - -
Purchase of FHLB stock (955) (3,430) (1,833)
Net cash used in investing activities {65,487) {138,579) {146,377)

F-5




SEVERN BANCORP, INC. AND SUBSIDIARIES

Annapolis, Maryland
CONSOLIDATED STATEMENTS OF CASH FLOWS (Continued)

(dollars in thousands)

Cash Flows from Financing Activities

Net increase in deposits

Net increase {(decrease} in short term borrowings
Additional borrowed funds, long term

Repayment of borrowed funds, long term
Redemption of preferred securities of subsidiary
Cash dividends paid

Proceeds from exercise of options

Proceeds from issuance of subordinated debentures

Net cash provided by financing activities

Increase (Decrease) in cash and cash equivalents
Cash and cash equivalents at beginning of year

Cash and cash equivalents at end of year

Supplemental disclosure of cash flows information:
Cash paid during year for:

Interest

Income taxes

Transfer of loans to foreclosed real estate

For the Years Ended December 31,
2006 2005 2004
$31,631 $67.480 $107,687
{8,000) 26,000 {6,000)
73,000 50,000 35,000
{50,000) (7,000) {5,000)
- (4,000) -
(2,198) (1,996) (1,747)
15 - -
- - 20,619
44 450 130,484 150,559
(6,280) 6,957 9612
24,995 18,038 8,426
$18,715 $24,995 $18,038
$32.464 $21,693 $14,587
$11,323 $9,624 $8,559
$970 $ - $ -

The accompanying notes to consolidated financial statements are an integral pan of these statements,




SEVERN BANCORP, INC. AND SUBSIDIARIES
Annapolis, Maryland
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Note 1 - Summary of Significant Accounting Folicies

A. Principles of Consolidation - The consolidated financial statements include the accounts
of Severn Bancorp, Inc. ("Bancorp®), and its wholly-owned subsidiaries, Louis Hyatt, inc.,
SB! Mortgage Company and SBI Mortgage Company's subsidiary, Crownsville
Development Corporation, and its subsidiary, Crownsville Holdings I, LLC, and Severn
Savings Bank, FSB ("the Bank"), and the Bank's subsidiaries, Homeowners Title and
Escrow Corporation, Severn Financial Services Corporation, SSB Realty Holdings, LLC,
SSB Realty Holdings Il, LLC, HS West, LLC and Severn Preferred Capital Corporation. All
intercompany accounts and transactions have been eliminated in the accompanying
financial statements. -

Severn Preferred Capital Corporation, which qualified as a real estate investment trust
("REIT") under the Internal Revenue Code of 1986, as amended, liquidated effective
January 31, 2005,

B. Business - The Bank's primary business activity is the acceptance of deposits from the
general public and the use of the proceeds for investments and loan originations. The
Bank is subject to competition from other financial institutions. In addition, the Bank is
subject to the regulations of certain federal agencies and undergoes periodic examinations
by those regulatory authorities.

Bancorp has no reportable segments. Management does not separately allocate

- expenses, including the cost of funding loan demand, between the retail and real estate
operations of Bancorp.

C. Estimates - The consolidated financial statements have been prepared in conformity with
accounting principles generally accepted in the United States of America. In preparing the
financial statements, management is required to make estimates and assumptions that
affect the reported amounts of assets and liabilities as of the date of the statement of
financial condition and revenues and expenses for the period. Actual results could differ
significantly from those estimates. Material estimates that are particularly susceptible to

" significant change in the near-term relate to the determination of the allowance for toan
losses.

D. Investment Securities Held to Maturity — Investment securities for which the Bank has
the positive intent and ability to hold to maturity are reported at cost, adjusted for premiums
and discounts that are recognized in interest income using the interest method over the
period to maturity. Declines in the fair value of held to maturity securities below their cost
that are deemed to be other than temporary are reflected in eamnings as realized losses. In
estimating other than temporary impairment losses, management considers (1) the length
of time and the extent to which the fair value has been less than cost, (2) the financial
condition and near term prospects of the issuer, and (3) the intent and ability of the Bank to
retain its investment in the issuer for a period of time sufficient to allow for any anticipated
recovery in fair value.
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Note 1 - Summary of Significant Accounting Policies - Continued

E. Loans Held for Sale - Loans held for sale are carried at lower of cost or market value in
the aggregate. Net unrealized losses are recognized through a valuation allowance by
charges to income. Mortgage loans held for sale are generally sold with the mortgage
servicing rights released by the Bank. Gains and losses on sales of mortgage loans are
recognized based on the difference between the selling price and the carrying value of the
related mortgage loans sold.

F. Loans - Loans that management has the intent and ability to hold for the foreseeable
future or until maturity or pay-off generally are reported at their outstanding unpaid
principal balances adjusted for charge-offs, the allowance for loan losses, and any
deferred fees or costs on originated loans. Interest income is accrued on the unpaid
principal balance. Loan origination fees, net of certain direct origination costs, are deferred
and recognized as an adjustment of the related loan yield using the interest method.

The accrual of interest on loans is discontinued at the time the loan is 90 days past due
unless the credit is well secured and in process of collection. Past due status is based on
contractual terms of the loan. In all cases, loans are placed on non-accrual or charged-off
at an earlier date if collection of principal or interest is considered doubtful.

All interest accrued but not collected for loans that are placed on non-accrual or charged-
off is reversed against interest income. The interest on these loans is accounted for on the
cash-basis or cost-recovery method, until qualifying for return to accrual. Loans are
returned to accrual status when all the principal and interest amounts contractually due are '
brought current and future payments are reasonably assured. :

G. Allowance for Loan Losses - An allowance for loan losses is provided through charges to
income in an amount that management believes will be adequate to absorb losses on
existing loans that may become uncollectible, based on evaluations of the collectibiiity of
loans and prior loan loss experience. The evaluations take into consideration such factors
as changes in the nature and volume of the loan portfolio, overall portfolio quality, review of
specific problem loans, and current economic conditions that may affect the borrowers’
ability to pay. Determining the amount of the allowance for loan losses requires the use of
estimates and assumptions, which is permitted under generally accepted accounting
principles. Actual results could differ significantly from those estimates. Management
believes the allowance for losses on loans is adequate. While management uses available
information to estimate losses on loans, future additions to the allowances may be
necessary based on changes in economic conditions, particularly in the State of Maryland.
In addition, various regulatory agencies, as an integral part of their examination process,
periodically review the Bank's allowance for losses on loans. Such agencies may require
the Bank to recognize additions to the allowance based on their judgments about
information available to them at the time of their examination.
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Note 1 - Summary of Significant Accounting Policies - Continued

The allowance consists of specific, general and unallocated components. The specific
component relates to loans that are classified as either doubtful, substandard or special
mention. For such loans that are also classified as impaired, an allowance is established
when the discounted cash flows (or collateral value or observable market price) of the
impaired loan is lower than the cairying value of that loan. The general component covers
non-classified loans and is based on historical loss experience adjusted for qualitative
factors. An unallocated component is maintained to cover uncertainties that could affect
management’s estimate of probable losses. The unallocated component of the allowance
reflects the margin of imprecision inherent in the underlying assumptions used in the
methodologies for estimating specific and general losses in the portfolio.

A loan is considered impaired when, based on current information and events, it is
probable that the Bank will be unable to collect the scheduled payments of principal or
interest when due according to the contractual terms of the loan agreement. Factors
considered by management in determining impairment, inciude payment status, collateral
value, and the probability of collecting scheduled principal and interest payments when
due. Loans that experience insignificant payment delays and payment shortfalls generally
are not classified as impaired. Management determines the significance of payment
delays and payment shortfalls on a case-by-case basis, taking into consideration all of the
circumstances surrounding the loan and the borrower, including the length of the delay, the
reasons for the delay, the borrower's prior payment record, and the amount of the shortfall
in relation to the principal and interest owed. Impairment is measured on a loan-by-loan
basis for commercial and construction loans by either the present value of expected future
cash flows discounted at the loan's effective interest rate, the loan’s obtainable market
price, or the fair value of the collateral if the loan is collateral dependent.

Large groups of smaller balance homogeneous loans are collectively evaluated for
impairment. Accordingly, the Bank does not separately identify individual consumer and
residential loans for impairment disclosures, unless such loans are the subject of a
restructuring agreement.

. Foreclosed Real Estate - Real estate acquired through or in the process of foreclosure is
recorded at fair value. Management periodically evaluates the recoverability of the
carrying value of the real estate acquired through foreclosure using estimates as
described under the caption "Allowance for Loan Losses”. In the event of a subsequent
decline, management provides an additional aliowance, to reduce real estate acquired
through foreciosure to fair value less estimated disposal cost. Expenses incurred on
foreclosed real estate prior to disposition are charged to expense. Gains or losses on the
sale of foreclosed real estate are recognized upon disposition of the property. Foreclosed
real estate totaled $970,000 and $0 as of December 31, 2006 and 2005, respectively and
is included in other assets.
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Note 1 - Summary of Significant Accounting Policies - Continued

Transfers of Financial Assets — Transfers of financial assets, including loan and loan
paricipation sales, are accounted for as sales when control over the assets has been
surrendered. Control over transferred assets is deemed to be surrendered when (1) the
assets have been isolated fram Bancorp, (2) the transferee obtains the right {free of conditions
that constrain it from taking advantage of that right) to pledge or exchange the transferred
assets and (3) Bancorp does not maintain effective control over the transferred assets through
an agreement to repurchase them before their maturity.

Premises and Equipment - Premises and equipment are carried at cost less accumulated
depreciation. Depreciation and amortization of premises and equipment is accumulated by the
use of the straight-line method over the estimated useful lives of the assets. Additions and
improvements are capitalized, and charges for repairs and maintenance are expensed when
incurred. The related cost and accumulated depreciation are eliminated from the accounts
when an asset is sold or retired and the resultant gain or loss is credited or charged to income.

Income Taxes - Deferred income taxes are recognized for temporary differences between the
financial reporting basis and income tax basis of assets and liabilities based on enacted tax
rates expected tc be in effect when such amounts are realized or settled. Deferred tax assets
are recognized only to the extent that it is more likely than not that such amounts will be
realized based on consideration of available evidence. The effect on deferred tax assets and
liabilities of a change in tax rates is recognized in income in the period that includes the
enactment date. ’

Statement of Cash Flows - in the statement of cash flows, cash and cash equivalents include
cash_on hand, amounts due from banks, Federal Home Loan Bank of Atlanta overnight
deposits, and federal funds sold. Generally, federal funds are sold for one day periods.

. Earnings Per Share - Basic earnings per share of common stock for the years ended

December 31, 2006, 2005 and 2004 is computed by dividing net income by 9,150,263,
9,150,002 and 9,150,002, respectively, the weighted average number of shares of
common stock outstanding for each year. Diluted earnings per share reflects additional
common shares that would have been outstanding if ditutive potential common shares had
been issued. Potential common shares that may be issued by Bancorp relate solely to
outstanding stock options, and are determined using the treasury stock method. Diluted
earnings per share of common stock for the years ended December 31, 2006, 2005 and
2004, is computed by dividing net income for each year by 9,153,687, 9,150,002 and
9,150,002, respectively, the weighted average number of diluted shares of common stock.
The above amounts have been retroactively adjusted to give effect to a 10% stock
dividend effective March 2006 and a 2-for-1 stock split in the form of a 100% stock
dividend effective December 2004.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS -

Note 1 - Summary of Significant Accounting Policies - Continued

N. Employee Stock Ownership Plan - Bancorp accounts for its Employee Stock Ownership
Plan ("ESOP"} in accordance with Statement of Position 93-6 of the Accounting Standards
Division of the American Institute of Certified Public Accountants. Bancorp records
compensation expense equal to the cash contribution called for under the Plan. All ESOP
shares are included in the weighted average shares outstanding for earnings per share
computations. All dividends paid on ESOP shares are charged to retained earnings.

O. Advertising Cost - Advertising cost is expensed as incurred and totaled $287,000,
$190,000 and $240,000 for the years ended December 31, 2006, 2005, and 2004,
respectively.

P. Reclassifications - Certain prior year amounts have been reclassified to conform to the
current year's method of presentation. These reclassifications had no effect on net
income.

Q. Recent Accounting Pronouncements - In February 2006, the Financial Accounting
Standards Board (“FASB”) issued SFAS No. 155, “Accounting for Certain Hybrid Financial
Instruments”. SFAS No. 155 amends FASB Statement No. 133 and FASB Statement No.
140, and improves the financial reporting of certain hybrid financial instruments by
requiring more consistent accounting that eliminates exemptions and provides a means to

, simplify the accounting for these instruments. Specifically, SFAS No.155 allows financial

instruments that have embedded derivatives to be accounted for as a whole {eliminating

the need to bifurcate the derivative from its host) if the holder elects to account for the
whole instrument on a fair value basis. SFAS No. 155 is effective for all financial
instruments acquired or issued after the beginning of an entity’s first fiscal year that begins
after September 15, 2006. The Company is required to adopt the provisions of SFAS No.

155, as applicable, beginning in fiscal year 2007. Management does not believe the

adoption of SFAS No. 155 will have any impact on the Company’s financial statements.

In March 2008, the FASB issued SFAS No. 156, “Accounting for Servicing of Financial
Assets — An Amendment of FASB Statement No. 140" ("SFAS 1567). SFAS 156 requires
that all separately recognized servicing assets and servicing liabilities be initially measured
at fair value, if practicable. The statement permits, but does not require, the subsequent
measurement of servicing assets and servicing liabilities at fair value. SFAS 156 is
effective as of the beginning of an entity’s first fiscal year that begins after September 15,
20086, which for the Company will be as of the beginning of fiscal 2007. Management
does not believe the adoption of SFAS 156 will have any effect on the Company's financial
statements.
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Note 1 - Summary of Significant Accounting Policies —~ Continued

In July 20086, the FASB issued FASB Interpretation No. 48, “Accounting for Uncertainty in
Income Taxes — and interpretation of FASB Statement No. 109" (FIN 48), which clarifies
the accounting for unceriainty in tax positions. This Interpretation requires that companies
recognize in their financial statements the impact of a tax position, if that position is more
likely than not of being sustained on audit, based on the technical merits of the position.
The provisions of FIN 48 are effective for fiscal years beginning after December 15, 2008,
with the cumulative effect of the change in accounting principle recorded as an adjustment
to opening retained earnings. Management does not believe the adoption of FIN 48 will
have a material effect on the Company’s financial statements.

In September 2006, the FASB issued FASB Statememt No. 157, Fair Value
Measurements, which defines fair value, establishes a framework for measuring fair value
under GAAP, and expands disclosures about fair value measurements. FASB Statement
No. 157 applies to other accounting pronouncements that require or permit fair value
measurements. The new guidance is effective for financial statements issued for fiscal
years beginning after November 15, 2007, and for interim periods within those fiscal years.
Management is currently evaluating the potential impact, if any, of the adoption of FASB
Statement No. 157 on the Company’s financial statements.

On September 13, 2006, the Securities and Exchange Commission (“SEC”) issued Staff
Accounting Bulleting No. 108 {(“SAB 108"). SAB 108 provides interpretive guidance on how
the effects of the carryover or reversal of prior year misstatements should be considered in
quantifying a potential current year misstatement. Prior to SAB 108, Companies might
evaluate the materiality of financial-statement misstatements using either the income
statement or balance sheet approach, with the income statement approach focusing on
new misstatements added in the current year, and the balance sheet approach focusing
on the cumulative amount of misstatement present in a company’'s balance sheet.
Misstatements that would be material under one approach could be viewed as immaterial
under another approach, and not be corrected. SAB 108 now requires that companies
view financial statement misstatements as material if they are material according to either
the income statement or balance sheet approach. The adoption of SAB 108 did not have a
material effect on the Company’s financial statements.

In February 2007, the FASB issued SFAS No. 159, “The Fair Value Option for Financial
Assets and Financial Liabilities-Including an amendment of FASB Statement No. 1157
SFAS No. 159 permits entities to choose to measure many financial instruments and
certain other items at fair value. Unrealized gains and losses on items for which the fair
value option has been elected will be recognized in earnings at each subsequent reporting
date. SFAS No. 159 is effective for the Company January 1, 2008. The Company is
evaluating the impact that the adoption of SFAS No. 159 will have on our consolidated
financial statements.




Note 2 - Investment Securities

SEVERN BANCORP, INC. AND SUBSIDIARIES

Annapolis, Maryland
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

The amortized cost and fair value of investment securities held to maturity are as follows:

December 31, 2006:

Federal Home Loan Bank
("FHLB") Notes
Mortgage backed securities

December 31, 2005:

Federal Home Loan Bank
(“*FHLB™) Notes
Mortgage backed securities

Gross Gross
Amortized Unrealized Unrealized Fair
Cost " Gains Losses Value

(dollars in thousands)

$5,000 $- 8§75 $4,925
2,271 3 82 2,192
$7,271 $3 - $157 87,117
$5,000 3 $158 $4,842
3,290 4 144 3,150
$8,290 $4 $302 $7,992

FHLB Notes in the amount of $2,000,000 and mortgage-backed securities in the amount of
$795,000 are pledged as collateral for the Bank's standby letters of credit issued on behalf of
various borrowers and developers in favor of Anne Arundel County.
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' Annapolis, Maryland
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Note 2 - Investment Securities — Continued

The scheduled maturities of investment securities held to maturity are as follows at December

31, 2006:
Amortized Fair
Cost Value
(dollars in thousands}
Due less than one year $4,796 $4,731
More than five to ten years 1,000 982
Greater than ten years 1,475 1,404

$7,271 $7,117

The following tables show fair value and unrealized losses, aggregated by investment
category and length of time that the individual securities have been in a continuous unrealized
loss position as of December 31, 2006 and 2005. Included in the table are three Federal
Home Loan Bank notes and four mortgage backed securities. Management believes that the
unrealized losses are the result of interest rate levels differing from those existing at the time
of purchase of the securities and, as to mortgage backed securities, actual and estimated
prepayment speeds. These unrealized losses are considered temporary as they reflect fair
values on December 31, 2006 and 2005 and are subject to change daily as interest rates

fluctuate.
2006 Less than 12 months 12 Months or More Total
Unrealized Unrealized Unrealized
Fair Value Losses Fair Value Losses  Fair Value Losses
(dollars in thousands)
Federal Home Loan Bank Notes $- $- $4,925 $75 $4,925 $75
Mortgage Backed Securities - - 2,181 82 2,181 82
Total temporarily impaired _
securities $- 5- $7.,106 $157 $7.106 $157
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Note 2 - Investment Securities — Continued

2005 Less than 12 months 12 Months or More

Total
Unrealized Unrealized Unrealized
Fair Value l.osses  Fair Value Losses  Fair Value Losses
{(dollars in thousands)

Federal Home Loan Bank Notes $973 $27 $3,869 $131 $4,842 $158

Mortgage Backed Securities 500 15 2,635 129 3,135 144
Total temporarily impaired

securities $1.473 $42 $6,504 $260 $7.977 $302
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Note 3 - Loans Receivable

Loans receivable consist of the following:
December 31,
2006 2005
(dollars in thousands}

Residential mortgage $249,448 $219,988

Construction, land acquisition and
development 339,122 390,376
Land 90,747 77,319
Lines of credit 40,733 35,491
Commercial real estate 193,299 163,449
Commercial non-real estate 3,348 3.412
Home equity 32,758 32,974
Consumer 1,637 1,768
950,992 924,777

Less

Loans in process {104,747) (136,239)
Allowance for loan losses ' (9,026) (7,505)
Deferred loan origination fees and costs, net (4,712) {4,916)
$832,507 $776,117

Residential iending is generally considered to involve less risk than other forms of iending,
although payment experience on these loans is dependent to some extent on economic and
market conditions in the Bank's lending area. Multifamily residential, commercial, construction
and other loan repayments are generally dependent on the operations of the related
properties or the financial condition of its borrower or guarantor. Accordingly, repayment of
such loans can be more susceptible to adverse conditions in the real estate market and the
regional economy.

A substantial portion of the Bank’s loans receivable are mortgage loans secured by residential
and commercial real estate properties located in the State of Maryland. Loans are extended
only after evaluation by management of customers' creditworthiness and other relevant factors
on a case-by-case basis. The Bank generally does not lend more than 90% of the appraised
value of a property and requires private mortgage insurance on residential mortgages with
loan-to-value ratios in excess of 80%.

In addition, the Bank generally obtains personal guarantees of repayment from borrowers

and/or others for construction, commercial and multifamily residential loans and disburses the
proceeds of construction and similar loans only as work progresses on the related projects.
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Note 3 - Loans Receivable - Continued

The following is a summary of the allowance for loan losses for the three years ended

December 31:
2006 2005 2004
(dollars in thousands)
Balance at beginning of year $7,505 $5,935 $4,832
Provision for loan losses 1,561 1,570 1,200
Charge-offs (40) - (97}
Balance at end of year $9,026 $7,505 $5,935

At December 31, 2006 and 2005, the recorded investment in loans considered to be impaired
under FASB Statement No.114 “Accounting by Creditors for Impairment of a Loan” totaled
$6,612,000 and $2,565,000, respectively. There was no specific valuation reserve for
impaired loans at December 31, 2006 and 2005. Impaired loans averaged $6,614,000 during
2006, $2,589,000 during 2005 and $0 during 2004. interest income recognized on these
loans totaled $471,000 during 2006, $167,000 during 2005 and $0 during 2004.

Non-accrual loans amounted to approximately $5,927,000 and $1,693,000 at December 31,
2006 and 2005, respectively. The Bank had no loans greater than ninety days past due and
still accruing at December 31, 2006 and 2005.

Interest income that would have been recorded under the original terms of non-accrual
loans and the interest income actually recognized for the years ended December 31, are
summarized below:

2006 2005 2004
(dollars in thousands)

Interest income that would have

been recorded $416 $147 $70
Interest income recognized . 188 64 37
Interest income not recognized $228 583 $33

Mortgage loans serviced for others not included in the accompanying consolidated statements
of financial condition totaled $59,792,000 and $30,080,000 at December 31, 2006 and 2005,
respectively.
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Note 3 - Loans Receivable - Continued

The Bank is a party to financial instruments with off-balance-sheet risk in the normal course of
business to meet the financial needs of its customers. These financial instruments include
commitments to extend credit and standby letters of credit, which involve, to varying degrees,
elements of credit risk in excess of the amount recognized in the statement of financial
condition. The contract amounts of these instruments express the extent of involvement the
Bank has in each class of financial instruments.

The Bank's exposure to credit loss from non-performance by the other party to the above
mentioned financial instruments is represented by the contractual amount of those
instruments. The Bank uses the same credit policies in making commitments and conditional
obligations as it does for on-balance-sheet instruments.

Unless otherwise noted, the Bank requires collateral or other security to support financial
instruments with off-balance-sheet credit risk.

Financial Instruments Whose Contract Contract Amount

Amounts Represent Credit Risk At December 31,
2006 2005

{dollars in thousands)
Standby letters of credit $6,032 $6,617
Home equity lines of credit 25,084 19,802
Unadvanced construction commitments 104,747 136,239
Loan commitments 14,815 19,515
Lines of credit 33,495 33,782
Loans sold with limited

repurchase provisions $6,089 $11,048

Standby letters of credit are conditional commitments issued by the Bank guaranteeing
performance by a customer to various municipalities. These guarantees are issued primarily
to support performance arrangements, limited to real estate transactions. The majority of
these standby letters of credit expire within the next twelve months. The credit risk involved in
issuing letters of credit is essentially the same as that involved in extending other loan
commitments. The Bank requires collateral supporting these letters of credit as deemed
necessary. Management believes that the proceeds obtained through a liquidation of such
collateral would be sufficient to cover the maximum potential amount of future payments
required under the corresponding guarantees. The current amount of the liability as of
December 31, 2006 and 2005 for guarantees under standby letters of credit issued is not
material.
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Note 3 - Loans Receivable - Continued

Home equity lines of credit are loan commitments to individuals as long as there is no violation

of any condition established in the contract. Commitments under home equity lines expire ten

years after the date the loan closes and are secured by real estate. The Bank evaluates each
- customer’s credit worthiness on a case-by-case basis.

Mortgage loan commitments not reflected in the accompanyi'ng statements at December 31,
2006 include $5,652,000 at fixed rates ranging from 7.0% to 12.5% and $9,163,000 at rates
ranging from prime to prime plus 1.5%.

, Lines of credit are loan commitments to individuals and companies as long as there is no
violation of any condition established in the contract. Lines of credit have a fixed expiration
date. The Bank evaluates each customer's credit worthiness on a case-by-case basis.

The Bank has entered into several agreements to sell mortgage loans to third parties. These
agreements contain limited provisions that require the Bank to repurchase a loan if the loan
becomes delinquent within the terms specified by the agreement. The credit risk involved in
these financial instruments is essentially the same as that involved in extending loan facilities
to customers. No amount has been recognized in the statement of financial condition at
December 31, 2006 and 2005 as a liability for credit loss related to these loans.
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Note 4 - Premises and Equipment

Premises and equipment are summarized by major classification as follows:

December 31, Estimated
2006 2005 Useful Lives
(dollars in thousands})
Land $1,824 $1,924 -
Building 2,290 2,290 39 Years
Leasehold improvements 600 597 15-27.5 Years
Furniture, fbtures and equipment 2,325 2,276 3-10 Years
Construction in progress 25,787 15,068 -
Total at cost 32926 22,155
Accumulated depreciation _(2,515) {2,192)
$30,411 $19,963

Depreciation expense was $362,000, $377,000, and $329,000 for the years ended December
31, 2006, 2005 and 2004, respectively.

HS West, LLC is constructing a building in Annapolis, Maryland that effective January 2007
will serve as Bancorp's and the Bank's administrative headquarters. A branch office of the
Bank is included. As of December 31, 2006, HS West, LLC has incurred approximately
$26,312,000 of costs, which are included in land and construction in progress. The total cost,
which includes build-out costs on leased space, is expected to be approximately $28,000,000
with completion mid 2007. interest capitalized during the year ended December 31, 2006,
2005 and 2004 was $1,015,000, $179,000 and $53,000, respectively.

The Bank is obligated under a long-term lease, which expires in 2010, for a branch office. The
minimum annual rental payments are as follows:

Years Ended December 31, (in thousands)

2007 $60
2008 60
2009 60
2010 34

Homeowners Title and Escrow Corporation and Louis Hyatt, Inc. are also obligated under a
month-to-month lease with no obligation to renew, but they anticipate that they will continue to
do so.

Total rent expense was $147,000, $141,000, and $108,000 for the years ended December 31,
2006, 2005 and 2004, respectively.
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Note 5 - Investment in Federal Home Loan Bank of Atlanta Stock

The Bank is required to maintain an investment in the stock of the Federal Home Loan Bank
of Atlanta ("FHLB") in an amount equal to at least 1% of the unpaid principal balances of the
Bank's residential mortgage loans or 1/20 of its outstanding advances from the FHLB,
whichever is greater. Purchases and sales of stock are made directly with the FHLB at par

value.

Note 6 - Deposits

Deposits in the Bank as of December 31, 2006 and 2005 consisted of the following:

2006 2005
Category Amount Percent Amount Percent
{dollars in thousands)
NOW accounts $9.314 1.49% $7.683 1.30%
Money market accounts 89,120 14.22% 99,911 16.79%
Passbooks 18,526 2.96% 17,505 2.94%
Certificates of deposit 490,865 78.35% 445 592 74.90%
Non-interest bearing accounts 18,699 2.98% 24,202 4.07%
Total deposits $526,524 100.00% $594,893 100.00%
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

At December 31, 2006 scheduled maturities of certificates of deposit are as follows:

Amount

One year or less

More than 1 year to 2 years
More than 2 years to 3 years
More than 3 years to 4 years
More than 4 years to 5 years
More than 5 years

(dollars in thousands)

$409,469
42,380
8,462
14,764
15,745
45

$490,865

interest expense on deposits is summarized as follows:

For Years Ended December 31,

The aggregate amount of jumbo certificates of deposit with a minimum denomination of
$100,000 was $200,595,000 and $179,867,000 at December 31, 2006 and 2005, respectively.
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2006 2005 2004

(dollars in thousands)
NOW accounts $57 $55 $59
Money market accounts 3,076 2,250 2,350
Passbooks 573 289 283
Certificates of deposit 20,000 13,680 8,600
$23,706 $16,274 $11,292
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Note 7 - Federal Home Loan Bank Advances

The Bank's credit availability under the FHLB of Aflanta's credit availability program was
$273,575,000 and $252,386,000 at December 31, 2006 and 2005, respectively. Short-term
borrowings with the FHLB were $18,000,000 and $26,000,000 at December 31, 2006 and
2005, respectively with interest at 5.41% and 4.37% on these dates.  Long-term advances
outstanding were $155,000,000 and $132,000,000 at December 31, 2006 and 2005,
respectively. The maturities of these long-term advances at December 31, 2006 are as’
follows (dollars in thousands):

Description Rate Amount Maturity

FHLB advances 2.89% to 4.01% 15,000 2007

FHLB advances 3.33% to 5.395% 30,000 2008

FHLB advances - 3.09% 5,000 2009

FHLB advances 5.00% 10,000 2010
| FHLB advances -% - 2011
g FHLB advances 2.64% to 4.934% 95,000 Thereafter
$155,000

The Bank's stock in the Federal Home Loan Bank of Atlanta is pledged as security for the
advances and under a blanket floating lien security agreement with the Federal Home Loan
Bank of Atlanta. The Bank is required to maintain as collateral for its advances, qualified
loans in varying amounts depending on the loan type.

Note 8 - Subordinated Debentures

Bancorp has a non-consolidated subsidiary trust, Severn Capital Trust |, of which 100% of the
common equity is owned by Bancorp. The trust was formed for the purpose of issuing
corporation-obligated mandatorily redeemable capital securities (the capital securities) to
third-party investors and investing the proceeds from the sale of such capital securities solely
in subordinated debt securities of Bancorp (the debentures). The debentures held by the trust
are the sole assets of the trust. Distributions on the capital securities issued by the trust are
payable quarterly at a rate per annum equal to the interest rate being earned by the trust on
the debentures held by the trust. The capital securities are subject to mandatory redemption,
in whole or in part, upon repayment of the debentures. Bancorp has entered into an
agreement which, taken collectively, fully and unconditionally guarantees the capital securities
subject to the terms of the guarantee. The debentures held by Severn Capital Trust | are first
redeemabile, in whole or in part, by Bancorp on January 7, 2010.

The subordinated debentures from Bancorp to the trust consist of a $20,619,000 note that
matures in 2035 and has a floating rate of interest of LIBOR plus 200 basis points, which was
7.37% and 6.54% at December 31, 2006 and 2005, respectively. $17,000,000 of the
proceeds from Bancorp’s issuance of the debentures was contributed to the Bank, and
qualifies as Tier 1 capital for the Bank under Federal Reserve Board guidelines.




SEVERN BANCORP, INC. AND SUBSIDIARIES

Annapolis, Maryland
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Note 9 — Employee Benefit Plans

The Bank has a 401(k) Retirement Savings Plan. Employees may contribute a percentage of
their salary up to a maximum of $15,000 for 2006. The Bank is obligated to contribute 50% of
the employee's contribution, not to exceed 6% of the employee's annual salary. All employees
who have completed one year of service with the Bank are eligible to participate. The Bank’s
contribution to this plan was $128,000, $114,000 and $104,000 for the years ended December
31, 2006, 2005 and 2004, respectively.

The Bank has an Employee Stock Ownership Plan ("ESOP") for the exclusive benefit of
participating employees. The Bank recognized ESOP expense of $140,000 for each of the
years ended December 31, 2006, 2005 and 2004.

Note 10- Stockholders’ Equity

In February 2006, Bancorp’s Board of Directors declared a 10% stock dividend effective for
shares outstanding on March 28, 2006. In addition, in November, 2004, the Board of
Directors declared a 2-for-1 stock split in the form of a 100% stock dividend, effective for
shares outstanding as of December 15, 2004. All per share data in the accompanying
financial statements and all share and per share data in the footnotes have been adjusted to
give retroactive effect to these transactions.

Note 11- Stock-Based Compensation

The Company currently has a stock-based compensation plan in place for directors, officers,
and other key employees of the Company. Under the terms of the plan, the Company grants
stock options for the purchase of the Company’s common stock. The stock-based
compensation is granted under terms and conditions determined by the Stock Option
Committee of the Board of Directors. Stock options generally have a term of five years with a
maximum term of ten years, and are granted with an exercise price at least equal to the fair
market value of the common stock on the date the options are granted. Generally, options
granted to directors of the Company vest immediately, and options granted to officers and
employees vest over a five-year period, although the Stock Option Committee has the
authority to provide for different vesting schedules.
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Note 11- Stock-Based Compensation - Continued

Effective January 1, 2006, the Company adopted SFAS 123R using the modified-prospective
transition method. SFAS 123R requires all share-based payments to employees, including
grants of employee stock options, to be recognized as compensation expense in the
statement of income at fair value. Under the modified-prospective transition method, the
Company would recognize an expense over the remaining required service period for any
stock options granted prior to January 1, 2006 for the portion of those grants for which the
requisite service has not yet been rendered of which there were none. Accordingly, no
adjustment was made to prior period amounts nor was any expense recorded for options
granted prior to January 1, 2006 for which their requisite service period had been rendered by
that date. Stock-based compensation expense included in the consolidated statements of
income for the years ended December 31, 2008, 2005 and 2004 totaled $163,000, $0 and 30,
respectively. The total income tax benefit recognized in the consolidated statements of
income for stock-based compensation for the year ended December 31, 2006 was $158,000.

The weighted average grant-date fair value of options granted in 2006 was $6.73. The fair
value of the options awarded under the option plan is estimated on the date of grant using the

Black-Scholes valuation model, which is dependent upon certain assumptions as presented
below:

2006

' Expected life (in years) 4.83
' Risk-free interest rate - 4.59%
Expected volatility 53.66%
Expected dividend yield 4.54%

The expected life of the options was estimated using the average vesting period of the options

~ granted and represents the period of time that options granted are expected to be
outstanding.

The risk-free interest rate is the U.S. Treasury rate commensurate with the expected life of the
options on the grant date. Volatility of the Company’s stock price was based on historical

volatility. Dividend yield was based on historical dividends divided by the average market
price for that period.
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Note 11- Stock-Based Compensation - Continued

Information regarding the Company's stock option plan as of and for the year ended
December 31, 2006 is as follows:

Weighted
Weighted Average  Aggregate
Average Remaining Intrinsic
Shares Price Life Value
Options outstanding, beginning of year - $ -
Options granted 113,300 17.43
Options exercised {900) 17.18
Options outstanding, end of period 112,400 $17.43 3.97  $201,000
Options exercisable, end of period 9,000 $17.18 214 $ 18,000
Option price range at end of period $17.18 to $18.90

The total intrinsic value of options exercised during the year ended December 31, 2006 was
$1,836. As of December 31, 2006, there. was $530,607 of total unrecognized stock-based
compensation cost related to non-vested stock options, which is expected to be recognized
over a period of four years.
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Note 12- Requlatory Matters

The Bank is required to maintain an average daily balance with the Federal Reserve Bank in a
non-interest bearing account. The amount in such account at December 31, 2006 was
$300,000.

The Bank is subject to various regulatory capital requirements administered by the federal
banking agencies. Failure to meet minimum capital requirements can initiate certain
mandatory, and possible additional discretionary, actions by the regulators that, if undertaken,
could have a direct material effect on the Bank's financial statements. Under capital
adequacy guidelines and the regulatory framework for prompt corrective action, the Bank
must meet specific capital guidelines that involve quantitative measures of the Bank's assets,
liabilities, and certain off-balance sheet items as calculated under regulatory accounting
practices. The Bank's capital amounts and classifications are also subject to qualitative
judgments by the regulators about components, risk weightings, and other factors.

Quantitative measures established by regulation to ensure capital adequacy require the Bank
to maintain minimum amounts and ratios (set forth in the table below) of total and Tier | capital
(as defined in the regulations) and risk-weighted assets (as defined), and of Tier | capital {as
defined) to average assets (as defined). Management believes, as of December 31, 2006,
that the Bank meets all capital adequacy requirements to which it is subject.

As of December 31, 2006, the most recent notification from the regulators categorized the
Bank as well capitalized under the regulatory framework for prompt corrective action.. To be
categorized as well capitalized the Bank rmust maintain minimum tota! risk-based, Tier | risk-
based, and Tier | leverage ratios as set forth in the table. There are no conditions or events
since that notification that management believes have changed the Bank's category. The
Bank's actual capital amounts and ratios are also presented in the table.
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Note 12- Requlatory Matters - Continued

The following table presents the Bank's capital position based on the financial statements.

To Be Well
Capitalized Under
_ For Capital Prompt Corrective
Actual Adequacy Purposes Action Provisions
Amount % Amount % Amount %
{doliars in thousands)
December 31, 2006
Tangible (1) $99,445 11.0% $13,513 1.50% N/A N/A
Tier | capital (2) 99,445 13.1% N/A N/A $45,582 6.00%
Core (1) 99,445 11.0% 36,034 4.00% 45,043 5.00%
Total (2) 108,452 14.3% 60,776 8.00% 75,971 10.00%
December 31, 2005
Tangible (1) $86,354 10.3% $12,619 1.50% N/A N/A
Tier | capital (2) 86,354 12.2% N/A N/A $42,395 6.00%
Core {1) 86,354 10.3% 33,651 4.00% 42,064 5.00%
Total {2) 93,851 13.3% 56,527 8.00% 70,659 10.00%

(1) To adjusted total assets.
(2) To risk-weighted assets.

Bancorp's main source of income is dividends from the Bank. As a result, Bancorp's
dividends to its shareholders will depend primarily upon receipt of dividends from the Bank.

OTS regulations limit the payment of dividends and other capital distributions by the Bank.
The Bank is able to pay dividends during a calendar year without regulatory approval to the
extent of the greater of (i) an amount which will reduce by one-half its surplus capital ratio at
the beginning of the year plus al! its net income determined on the basis of generally accepted
accounting principles for that calendar year or (ii} 75% of net income for the last four calendar
quarters.

The Bank is restricted in paying dividends on its stock to the greater of the restrictions
described in the preceding paragraph, or an amount that would reduce its stockholders’ equity
below its regulatory capital requirement, or the accumulated bad debt deduction.

The Bank was allowed a special bad debt deduction at various percentages of otherwise
taxable income for various years effectively through December 31, 1987. If the amounts which
qualified as deductions for federal income tax purposes prior to December 31, 1987 are later
used for purposes other than to absorb loan losses, including distributions in liquidations, they
will be subject to federal income tax at the then current corporate rate. Retained earnings at
December 31, 2006 include $482,000, for which no provision for federal income tax has been
provided.
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Note 13- Income Taxes

The income tax provision consists of the following for the years ended December 31:

20086 2005 2004
{dollars in thousands)

Current ;
Federal $9,186 $7.241 $6,420
State 2,043 1,472 1,430

11,229 8,713 7,850

Deferred
Federal {(511) 176 343
State {(110) 37 65

{621) 213 408

Total income tax provision $10,608 $8,926 $8,258

The amount computed by applying the statutory federal income tax rate to income before

federal taxes is greater than the taxes provided for the following reasons:

2006 2005 . 2004
Percent of Percent Percent of
Pretax of Pretax Pretax
Amount Income: Amount Income Amount Income
(dollars in thousands) '
Statutory Federal .
income tax rate $9,225 35.0% $8,218 35.0% $7.416 35.0%
State tax net of
Federal income )
tax benefit 1,256 4.8% 981 4.2% 972 4.6%
Other adjustments 127 0.4% (273) {1.2%) {(130) (0.6%)
$10,608 . 40.2% $8,926 38.0% $8,258 39.0%
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Note 13- Income Taxes - Continued

The tax effects of temporary differences that give rise to significant portions of the deferred tax
assets and deferred tax liabilities at December 31, 2006 and 2005 are presented below:

Deferred Tax Assets:
Allowances for loan losses

Reserve for uncollected interest

Other
Total deferred tax assets

Deferred Tax Liabilities:

Federal Home Loan Bank stock dividends

Loan ongination costs
Accelerated depreciation
Other

Total deferred tax liabilities

Net deferred tax assets

Note 14- Related Party Transactions

2006 2005
{dollars in thousands)

$3,570 $2,968
90 11

19 -
3,679 2,979
(82) (82)
(892) _ (802)
(532) (560)
(80) (63)
(1,586) (1,507)
$2,093 $1,472

During the years ended December 31, 2006, 2005 and 2004, the Bank engaged in the
transactions described below with parties that may be deemed affiliated.

Two subsidiaries rent property from a director of the Bank. Rent paid on these properties was
$56,000, $56,000 and $59,000 for 20086, 2005 and 2004, respectively.

A director of the Bank is a member of a law firm that represents the Company and the Bank in
certain legal matters. The fees for services rendered by that firm were $325,000, $191,000
and $129,000 for the years ended December 31, 2006, 2005 and 2004, respectively.

Management believes that the terms in the above mentioned transactions were no less
favorable to the Bank than the terms that would have been obtained in transactions with non-

affiliated persons or entities.
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Note 15- Disclosure About Fair Value of Financial Instruments

The estimated fair values of the Bank's financial instruments are summarized below. The fair
values of a significant portion of these financial instruments are estimates derived using
present value techniques prescribed by the FASB and may not be indicative of the net
realizable or liquidation values. Also, the calculation of estimated fair values is based on
market conditions at a specific point in time and may not reflect current or future fair values.

The carrying amount is a reasonable estimate of fair value for cash, federal funds, interest-
bearing deposits in other banks, accrued interest receivable, and accrued interest payable
due to the short-term nature of these instruments. Fair value is based upon market prices
quoted by dealers for investment securities and estimates using bid prices published in
financial newspapers for mortgage backed securities. The carrying amount of Federal Home
Loan Bank of Atlanta stock is a reasonable estimate of fair value. The fair value of loans
receivable was estimated using a discounted cash flows calculation using a single discount
rate, comparing the current rates at which similar loans would be made to borrowers with
similar credit ratings and for the same remaining maturities. These rates were used for each
aggregated category of loans as reported on the Office of Thrift Supervision Quarterly Report.
The fair value of demand deposits, savings accounts and money market deposits is the
amount payable on demand at the reporting date. The fair value of fixed-maturity certificates
of deposit is estimated using a discounted cash flow calculation using the rates currently
offered on deposits of similar remaining maturities. For FHLB advances and subordinated
debentures, fair value is estimated using a discounted cash flow calculation using currently
available rate for borrowings with similar terms and remaining maturities.

The Bank is a party to financial instruments with off-balance sheet risk in the normal course of
business, including loan commitments. Fair value is estimated using fees currently charged
for similar agreements, taking into account the remaining terms of the agreements and the
counter parties credit standings. Any fees charged are immaterial.
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Note 15- Disclosure About Fair Value of Financial Instruments - Coﬁtinued

The estimated fair values of the Bank's financial instruments are as follows:

December 31, 2006 December 31, 2005

Carrying Fair Carrying Fair
Amount Value Amount ' Value

(dollars in thousands)

Financial Assets )
Cash and cash equivalents © 318,715 $18,715 $24,995 $24,995

‘Investment securities 7,271 ' 7,417 8,290 7,992
FHLB stock 9,468 . 9,468 ' 8513 - 8,513
Loans held for sale - 2,970 2,970 3,216 ' 3,216
l.oans receivable, net 832,507 836,164 776,117 765,436

Accrued interest receivable 5,070 5,070 4,562 - 4,562

Financial Liabilities

Deposits $626,524 $627,066 $504,893 $594,609
FHLB advances - 173,000 168,662 158,000 153,962
Subordinated debentures 20,619 20,619 20,619 20,619
Accrued interest payable 865 865 : 607 607

Off Balance Sheet Commitments 3 - $ - $ - $ -
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Note 16- Condensed Financial Information (Parent Company Only)

Information as to the financial position of Severn Bancorp, Inc. as of December 31, 2006
and 2005 and results of operations and cash flows for each of the years ended December 31,
2006, 2005 and 2004 is summarized below.

December 31,
2006 2005
(doflars in thousands)

Statements of Financial Condition

Cash $1,643 - $1,828
Equity in net assets of subsidiaries:.
Bank : 99,445 86,354
Non-Bank 4,636 3,512
Loans 1,199 1,856
Other assets , 923 866
Total assets $107.846 $94.416
Subordinated debentures $20,619 $20,619
Other liabilities 785 1,085
Total liabilities 21,404 21,704
' Stockholders’ equity 86,442 72,712
Total liabilities and stockholders’ equity $107,846 $94,416

For the Years Ended December 31,
20086 2005 2004
{(dollars in thousands)

Statements of Income

Interest income 3 129 $ 36 $ -
Interest expense on subordinated debentures 1,443 1,087 34
Net interest expense - (1,314) (1,051) (34)
Dividends received from subsidiaries 3,424 2,920 1,747
General and administrative expenses 292 153 125
Income before income taxes and equity in

undistributed net income of subsidiaries 1,818 1,716 1,588
Income tax benefit 415 27 44
Equity in undistributed net income of subsidiaries 13,515 12,811 11,299
Net income $15,748 $14,554 $12,931
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Note 16- Condensed Financial Information (Parent Company Only)} - Continued

For the Years Ended December 31,

2006 2005 2004

(dollars in thousands)
Statements of Cash Flows

Cash Flows from Operating Activities:
Net income $15,748 $14,554 $12,931
Adjustments to reconcile net income to net

cash provided by operating activities:

Equity in undistributed eamings of subsidiaries (13,515) (12,811) (11,299)

Increase in other assets (57) (134} (602)

Stock-based compensation expense 163 - -

increase (decrease) in other liabiiities (300) 586 119
Cash provided by operating activities 2,039 2,195 1,149
Cash Flows from Investing Activities:

Net (increase) decrease in loans 657 (1,856) -

Investment in subsidiaries : {700) - (17,000)
Cash used in investing activities {43} (1,856) (17,000)
Cash Flows from Finanging Activities:

Dividends paid on capital stock (2,196) (1,996) (1,747)

Proceeds from issuance of subordinated debentures - - 20,619

Proceeds from exercise of options 15 - -
Cash provided by (used in) financing activities (2,181) (1,996) 18,872
Increase (decrease) in cash and cash equivalents (185) (1,657) 3,021
Cash and cash equivalents at beginning of year 1,828 3,485 464
Cash and cash equivalents at end of year $1,643 $1,828 $3,485
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Note 17- Quarterty Financial Data (Unaudite_gl

Summarized unaudited gquarterly financia) data for the year ended December 31, 2008 is as follows:

First Second Third Fourth
Quarter Quarter Quarter Quarter
(dollars in thousands, except per share data)
Interest income : $16,255 $17,545 $£18,174 $18,201
interest expense 6,844 7,765 8,490 8,961
Net interest income 9,411 9,780 9,684 9,240
Provision for loan losses 382 375 392 412
Net interest income after provision for loan losses 9,029 9,405 9,292 8,828
Other income 600 1,391 801 1,075
Other expense 3,039 4,005 3,355 3,666
Income before income tax provision 6,590 6,791 6,738 6,237
income tax provision 2,608 2704 2,740 2,556
Net income $3,982 $4,087 & $3,998 $3,681
Per share data:

Eamings — basic’ $.43 $.45 $.44 $.40
Eamnings - diluted’ $.43 $.45 $.44 $.40

Summarized unaudited quarterly financial data for the year ended December 31, 2005 is as foliows:

First Second Third Fourth
Quarter Quarter Quarter Quarter
(dollars in thousands, except per share data)
Interest income $12,567 $13,787 $14,887 $15,894
Interest expense 4,503 5,227 5,860 6,365
Net interest income 8,064 8,560 9,027 9,529
Provision for loan losses 242 453 450 425
Net interest income after provision for loan losses 7,822 8,107 8,577 9,104
Other income: 652 739 668 689
Other expense 3,280 3,256 3,079 3,263
Income before income tax provision 5,194 5,590 6,166 6,530
income tax provision 2,044 2,054 2,270 2,558
Net income $3,150 $3,536 $3,896 $3,972
Per share data

Earnings — basic’ $.34 $.39 $.43 $.43
Earnings - diluted’ $.34 $.39 $.43 $.43

! Retroactively adjusied to reflect 10% stock dividend declared Februasy 21, 2006 effective for shares outstanding on March 28, 2006.




Exhibit 3.3

AMENDMENT TO BYLAWS OF SEVERN BANCORP, INC.

RESOLVED: that the Bylaws of the Corporation as set forth herein shall be
amended as follows, effective immediately.

Sections 14 and 15 of the Bylaws of the Corporation are deleted and the following
are substituted:

“Section 14. Nominating Committee. The Board of Directors shall act as a
nominating committee for selecting the management nominees for election as directors.
Except in the case of a nominee substituted as a result of the death or other incapacity of
a management nominee, the nominating committee shall deliver written nominations to
the Secretary at least 60 days prior to the date of the Annual Meeting. No nominations
for directors except those made by the nominating committee shall be voted upon at the
Annual Meeting unless other nominations by Shareholders are made in writing and
delivered to the Secretary of the Corporation at lease 60 days prior to the date of the
Annual Meeting. Ballots bearing the names of all persons nominated by the nominating
committee and by Sharcholders shall be provided for use at the Annual meeting.
However, if the nominating committee shall fail or refuse to act at least 20 days prior to
the Annual Meeting, nominations for directors may be made at the Annual Mecting by
any Shareholder entitled to vote and shall be voted upon.”

“Section 15. New Business. Any new business to be taken up at the Annual
Meeting shall be stated in writing and filed with the Secretary of the Corporation at least
60 days before the date of the Annual Meeting, and all business so stated, proposed, and
filed shall be considered at the Annual Meeting but no other proposal shall be acted upon
at the Annual Meeting. Any shareholder may make any other proposal at the Annual
Meeting and the same may be discussed and considered, but unless stated in writing and
filed with the Secretary at least 60 days before the meeting, such proposal shall be laid
over for action at an Adjourned, Special, or Annual Meeting of the Shareholders taking
place 30 days or more thereafter. This provision shall not prevent the consideration and
approval or disapproval at the Annual Meeting of reports of officers, directors and
committees; but in connection with such reports no new business shall be acted upon at
such Annual Meeting unless stated and filed as herein provided.”




Exhibit 10.1

DESCRIPTION OF DIRECTORS:AND
NAMED EXECUTIVE OFFICERS COMPENSATION

- In accordance with the “Frequently Asked Questions” bulletin posted by the staff of the
Division of Corporation Finance of the Securities and Exchange Commission on November 23,
2004 on the Secunties and Exchange Commission’s website, we are disclosing the following
information that the Securities and Exchange Commission may deem to be material definitive
agreements with our directors and execulive officers.

Bancorp does not compensate its directors. Each director of Bancorp is also a director of
the Bank. Meetings of the directors of Bancorp are held immediately before or after meetings of
the directors of the Bank. In 2007, outside directors of the Bank will receive $2,200 per meeting
of the Board of Directors attended in 2007. Additionally, each non-employee member of a
committee of the Board of Directors of the Bank will receive a fee ranging from $300 to $850
per committee meeting.

We have not entered into employment agreements with any of the executive officers, who
are employed on an at-will basis. In 2007, the Bank’s executive officers will earn the annual
base salaries set forth opposite their names below and will be entltled to a bonus, if any, as
determined by the Compensation Committee:

Name Title | 2007 Salary

Alan J. Hyatt President and Chief Executive Officer $278,000

Melvin E. Meekins, Jr. Executive Vice President $£330,000

S. Scott Kirkley Executive Vice Presideﬂt, Secretary and $236,000
Treasurer

Thomas G. Bevivino Executive Vice President and Chief $167,000

Financial Officer

The executive officers are entitled to participate in the Bank’s 401(k) Plan and in an
Employee Stock Ownership Plan. The Bank makes a matching contribution of 50% of each
executive officer’s 401(k) Plan contribution up to 6% of such executive officer’s salary, and an
additional non-matching contribution at the discretion of the Board of Directors.
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Subsidiaries of Severn Bancorp, Inc.

The following is a list of subsidiaries of Severn Bancorp, Inc. at December 31, 2006. All
entities listed below are subsidiaries of Severn Bancorp, Inc. and, if indented, subsidiaries of the

entity under. which they are listed.

Entity
Severn Savings Bank, FSB.

Homeowners Title and Escrow Corporation
Severn Financial Services Corporation
SSB Realty Holdings, LLC
SSB Realty Holdings 11, LLC
HS West, LLC
Louis Hyatt, Inc. (d/b/a Hyatt Commercial)
SBI Mortgage Company '

Crownsville Development Corporation (d/b/a
Annapolis Equity Group)

Crownsville Holdings I, LLC

Jurisdiction of Formation

United States of America (federally
chartered savings association)

Maryland
Maryland
Maryland
Maryland
Maryland
Maryland
Maryland
Maryland

Maryland




Exhibit 23.1

Consent of Independent Registered Public Accounting Firm

We hereby consent to the incorporation by reference in the Registration Statement on Form S-8 (File
No. 333-133242) of our report dated March 6, 2007, relating to the consolidated financial statements of
Sevem Bancorp, Inc. and subsidiaries appearing in the Compa.ny s Annual Report on Form 10-K for the
year ended December 31, 2006,

/s/ Beard Miller Company LLP

Beard Miller Company LLP
Baltimore, Maryland
March 12, 2007
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Certification of Principal Executive Officer

I, Alan J. Hyatt, certify that:

1))

2}

3

4)

3)

I have reviewed this annual report on Form 10-K of Severn Bancorp, Inc.;

Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a
material fact necessary to make the statements made, in light of the circumstances under which such statements
were made, not misleading with respect to the period covered by this report;

Based on my knowledge, the financial statements, and other financial information included in this report, fairly
present in all material respects the financial condition, results of operations and cash flows of the registrant as
of, and for, the periods presented in this report;

The registrant's other certifying officer and I are responsible for establishing and maintaining disclosure controls
and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control over financial
reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)) for the registrant and have:

a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be
designed under our supervision, to ensure that material information relating to the registrant, including its
consolidated subsidiaries, is made known to us by others within those entities, particularly during the
period in which this report is being prepared;

b) Designed such internal control over financial reporting, or caused such internal control over financial
reporting to be designed under our supervision, to provide reasonable assurance regarding the reliability of
financial reporting and the preparation of financial statements for extemnal purposes in accordance with
generally accepted accounting principles;

c) Evaluated the effectiveness of the registrant's disclosure controls and procedures and presented in this
report our conclusions about the effectiveness of the disclosure controls and procedures, as of the end of the
period covered by this report based on such evaluation; and

d) Disclosed in this report any change in the registrant’s internal control over financial reporting that occurred
during the registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the case of an
annual teport) that has materially affected, or is reasonably likely to matenally affect, the registrant’s
internal control over financial reporting; and;

The registrant's other certifying officer and | have disclosed, based on our most recent evaluation of internal
contro] over financial reporting, to the registrant’s auditors and the audit committee of the registrant's board of
directors (or persons performing the equivalent functions):

a) all significant deficiencies and material weaknesses in the design or operation of intemal control over
financial reporting which are reasonably likely to adversely affect the registrant’s ability to record, process,
summarize and report financial information; and

b) .any fraud, whether or not material, that involves management or other employees who have a significant
role in the registrant's internal control over financial reporting.

Date: March 6, 2007

/s/ Alan ]. Hyatt
President and Chief Executive Officer




Exhibit 31.2

Certification of Principal Financial Officer

I, Thomas G. Bevivino, certify that:

)
2)

3)

4)

5)

1 have reviewed this annual report op Form 10-K of Severn Bancorp, Inc.;

Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a
material fact necessary to make the statements made, in light of the circumstances under which such statements
were made, not misleading with respect to the period covered by this report;

Based on my knowledge, the financial statements, and other financial information included in this report, fairly
present in all material respects the financial condition, results of operations and cash flows of the registrant as
of, and for, the periods presented in this report;

The registrant's other certifying officer and [ are responsible for establishing and maintaining disclosure controls
and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(¢)) and intemal control over financial
reporting (as defined in Exchange Act Rules 132-15(f) and 15d-15(f)) for the registrant and have:

a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be
designed under our supervision, to ensure that material information relating to the registrant, including its
consolidated subsidiaries, is made known to us by others within those entities, particularly during the
period in which this report is being prepared;

b) Designed such intemal control over financial reporting, or caused such intemal control over financial
reporting to be designed under our supervision, to provide reasonable assurance regarding the reliability of
financial reporting and the preparation of financial statements for external purposes in accordance with
generally accepted accounting principles;

¢) Evaluated the effectiveness of the registrant's disclosure controls and procedures and presented in this
report our conclusions about the effectiveness of the disclosure controls and procedures, as of the end of the
period covered by this report based on such-evaluation; and

d) Disclosed in this report any change in the registrant’s internal control over financial reporting that occurred
during the registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the case of an
annual report) that has materially affected, or is reasonably likely to materially affect, the registrant’s
internal control over financial reporting; and;

The registrant's other centifying officer and 1 have disclosed, based on our most recent evaluation of internal
control over financial reporting, to the registrant's auditors and the andit committee of the registrant's board of
directors (or persons performing the equivalent functions):

a) all significant deficiencies and material weaknesses in the design or operation of internal control over
financial reporting which are reasonably likely to adversely affect the registrant's ability to record, process,
summarize and report financial information; and

b) any fraud, whether or not material, that involves management or other employees who have a significant
role in the registrant's internal control over financial reporting.

Date: March 6, 2007

/s/ Thomas G. Bevivino

Executive Vice President
and Chief Financial Officer




Exhibit 32

CERTIFICATION PURSUANT TO 18 U.S.C. SECTION 1350
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002 (Section 1350 of Chapter 63 of Title 18 of the United
States Code), each of the undersigned officers of Severn Bancorp, Inc. (“Bancorp™) does hereby certify with respect
to the Annual Report of Bancorp on Form 10-K for the period ended December 31, 2006 (the “Report”) that:

(1) The Report fully complies with the requirements of Section 13(a) or 15(d) of the Securities Exchange Act
of 1934; and

(2) The information contained in the Report fairly presents, in all material respects, the financial condition and
results of operations of Bancorp.

SEVERN BANCORP, INC.

Date: March 6, 2007 /s/ Alan ] Hyatt
Alan J. Hyatt, President, Chief Executive Officer
and Chairman of the Board
(Principal Executive Officer)

Date: March 6, 2007 /s/ Thomas G. Bevivino
Thomas G. Bevivino, Executive Vice President
and Chief Financial Officer
(Principal Financial and Accounting Officer)

The foregoing certification is being furnished solely pursuant to Section 906 of the Sarbanes-Oxley Act of
2002 (Section 1350 of Chapter 63 of Title 18 of the United States Code) and is not being filed as part of the Report
or as a separate disclosure document.




Severn Bancorp, Inc.

200 Westgate Circle, Suite 200, Annapolis, Maryland 21401

March 21, 2007

To the Shareholders of Severn Bancorp, Inc.:

You are cordially invited to attend the Annual Meeting of shareholders of Severn
Bancorp, Inc. to be held on Wednesday, April 25, 2007, at 7:30 p.m. Eastern Time, at The
Doubletree Hotel, 210 Holiday Court, Annapolis, MD 21401,

At the Annual Meeting, you will be asked to elect three directors, each to serve for a
three-year term, ratify the appointment of Beard Miller Company LLP as independent auditor of
Severn Bancorp, Inc., and transact such other business as may properly come before the Annual
Meeting or any adjournments thereof.

The Board of Directors unanimously recommends that you vote FOR the election of all
three of the Board's nominees for election as directors and FOR the ratification of Beard Miller
Company LLP as independent auditor for Severn Bancorp, Inc. We encourage you to read the
accompanying Proxy Statement, which provides information about Sevem Bancorp, Inc. and the
matters to be considered at the Annual Meeting.

It is important that your shares be represented at the Annual Meeting. Whether or
not you plan to attend the Annual Meeting, you are requested to complete, date, sign and
return the enclosed proxy card in the enclosed postage paid envelope. Any proxy given
may be revoked by you in writing or in person at any time prior to its exercise.

Chairman, President and
Chief Executive Officer




SEVERN BANCORP, INC.
200 Westgate Circle, Suite 200
Annapolis, Maryland 21401
(410) 260-2000

NOTICE OF ANNUAL MEETING OF SHAREHOLDERS
TO BE HELD ON
April 25, 2007

NOTICE IS HEREBY GIVEN that the Annual Meeting of Sharcholders of Severn
Bancorp, Inc. will be held at The Doubletree Hotel, 210 Holiday Court, Annapolis, Maryland
21401 on Wednesday, April 25, 2007, at 7:30 p.m., Eastern Time, and at any adjournments
thereof, for the following purposes, all of which are more completely set forth in the
accompanying Proxy Statement: '

1. To elect Melvin Hyatt, S. Scott Kirkley, and Albert W. Shields to serve as
directors for a three-year term;

2. To ratify the appointment of Beard Miller Company LLP as independent auditor
for Severn Bancorp, Inc. for the year ending December 31, 2007; and

3. To transact such other business as may properly come before the Annual Meeting
and any postponements or adjournments of the meeting.

Except for procedural matters, the Board of Directors is not aware of any other matters
that may come before the Annual Meeting and any adjournments of the meeting.

Shareholders of record at the close of business on March 9, 2007 are entitled to notice of
and to vote at the Annual Meeting and at any adjournments of the meeting.

By Order of the Board of Directors

S. Scott Kirkley
Secretary
Annapolis, Maryland
March 21, 2007

IT IS IMPORTANT THAT YOUR SHARES BE REPRESENTED REGARDLESS OF
THE NUMBER YOU OWN. EVEN IF YOU PLAN TO BE PRESENT, YOU ARE
URGED TO COMPLETE, DATE, SIGN AND RETURN THE ENCLOSED PROXY
CARD PROMPTLY IN THE ENVELOPE PROVIDED. ANY PROXY GIVEN MAY BE
REVOKED BY YOU IN WRITING OR IN PERSON AT ANY TIME PRIOR TO ITS
EXERCISE.




PROXY STATEMENT _
FOR
SEVERN BANCORP, INC.
200 WESTGATE CIRCLE, SUITE 200
ANNAPOLIS, MARYLAND 21401
(410) 260-2000

This proxy statement contains information about the annua! meeting of shareholders of Severn
Bancorp, Inc. to be held on Wednesday, Aprit 25, 2007, at 7:30 p.m. Eastern Time at The Doubletree Hotel,
210 Holiday Court, Annapolis, Maryland 21401, and at any postponements or adjournments of the meeting.

INFORMATION ABOUT THE ANNUAL MEETING AND VOTING | '

Why did you send me this proxy statement?

We sent you this Proxy Statement and the enclosed proxy card because you were a shareholder of
Severn Bancorp, Inc. (the “Company™) on March 9, 2007, the record date for the Annual Meeting. Our
Board of Directors chose this day as the record date for sharcholders entitled to vote at the Annual
Meeting of Shareholders. The Board of Directors is soliciting your proxy to be voted at the Annual
Meeting of Shareholders. : :

This Proxy Statement summarizes the information you need to know to cast'an informed vote at
the meeting. However, you do not need 1o attend the meeting to vote your shares. Instead, you may
simply complete, sign and return the enclosed proxy card.

We began sending this Proxy Statement, Notice of Annual Meeting and the enclosed proxy card
on or about March 21, 2007 to all shareholders entitled to vote. On March 9, 2007, the record date for the
Annual Meeting, there were 9,150,850 shares of our common stock issued and outstanding. The common
stock is our only class of stock outstanding. Our Annual Report/Form 10-K for the fiscal year ended
December 31, 2006 accompanies this Proxy Statement. The Annual Report/Form 10-K is not to be
deemed a part of the material for the solicitation of proxies. )

How de I vote by proxy?

You vote your proxy by completing the enclosed proxy card in accordance with its instructions,
signing and dating the proxy card and returning it in the postage-paid envelope. You may also just sign
and date your proxy card and return it. Your vote is important. Whether you plan to attend the
meeting or not, we urge you to complete, sign and date the enclosed proxy card and to return it

promptly in the envelope provided: Returning the proxy card will not affect your right to attend
the meeting and vote,

If you property fill in yous proxy card and send it to us in time to vote, your "proxy" (one of the
individuals named on your proxy card) will vote your shares as you have directed. If you sign the proxy

card but do not make specific choices, your proxy will vote your shares as recommended by the Board of
Directors as follows

. "FOR" the election of all three nominees for director, and

. "FOR" ratification of the appointment of Beard Miller Company LLP as independent
auditor for the year ending December 31, 2007.




In addition, the proxy card confers authority on the proxy named in the proxy card to vote with
respect to:

1. The election of any person asa dlrector should the nominee be unable to serve or, for good
cause, will not serve '

2. Other proposals for which management did not have notice by February 6, 2007; and

3. Matters incidental to the conduct of the meeting.

On these other matters, your proxy will vote in accordance with the recommendation of the Board
of Directors, or, if no recommendation is given, in their own discretion. At the time this Proxy Statement
was mailed, we knew of no matters that needed to be acted upon at the meeting, other than those
discussed in this Proxy Statement,

How many votes do I have?

The number of votes you have is dependent on the number of shares of common stock you own.
Each share of common stock entitles you to one vote. The proxy card indicates the number of shares of
common stock that you own.

Can I change my vote after 1 return my proiy card?

Yes. Even after you have submitted your proxy, you may change your vote at any time before the
proxy is exercised if you file with the Secretary of the Company either a notice of revocation or a duly
executed proxy bearing a later date. You may also revoke the proxy if you attend the meeting in person
and so request. Attendance at the meeting will not by itself revoke a previously granted proxy.

How do I vote in person?" : :

If you plan to attend the meeting and vote in person, we will give you a ballot form when you
arrive. However, if your shares are held in the name of your broker, bank, or other nominee, you must
bring a proxy card and letter from the nominee authorizing you to vote the shares and indicating that you
were the beneficial owner of the shares on March 9, 2007, the record date for voting.

" What constitutes a quorum?

The presence at the meeting, in person or by proxy, of the holders of a majority of the shares of
common stock outstanding on the record date will constitute a quorum, permitting the conduct of business
at the meeting. Proxics that are marked as abstentions wili be included in the calculation of the number of
shares considered to be present at the meeting.

What vote is required for each proposal?

The three nominees for director who receive the most votes at the meeting will be elected. 1f you
do not vote for a particular nominee or you indicate "withhold authority to vote” for a particular nominee
on your proxy card, your vote will not count either "for" or "against” the nominee.

In order 1o ratify the sclection of the independent auditor, the auditor must receive the affirmative
vote of a majority of the votes cast at the meeting. As a result, if you “abstain” from voting, it will have
no effect on the results of the vote.




In order to approve any other matters that may properly come before the meeting, generally, a
majority of those votes cast by stockholders will be sufficient to approve on the matter. However, there
may be occastons where a greater vote is required by law, or by our Articles of Incorporation or Bylaws.

Who will bear the costs of solicitation of proxies?

We will bear the costs of this solicitation, including the expense of preparing, assembling,
printing and mailing this Proxy Statement and the material used in this solicitation of proxies. The proxies
will be solicited principally through the mails, but directors, officers and regular employees of the
Company may solicit proxies personally or by telephone. Although there is no formal agreement to do so,
we may reimburse banks, brokerage houses and other custodians, nominees and fiduciaries for their
rcasonable expense in forwarding these proxy materials to their principals. In addition, we may pay for
and utilize the services of individuals or companies we do not regularly employ in connection with the
solicitation of proxies.

STOCK OWNERSHIP
Who are the largest owners of Severn Bancorp’s common stock?

Persons and groups owning in excess of 5% of the common stock are required to file reports with
the Securities and Exchange Commission regarding their ownership pursuant to the Securities Exchange
Act of 1934, Except as set forth in the following tables, we know of no person or entity, including any
group of persons, who or which is the beneficial owner of more than 5% of the outstanding shares of
common stock on the record date. "Beneficial ownership” is a technical term broadly defined by the
Securities and Exchange Commission to-mean more than ownership in the usual sense. So, for example,
you beneficially own common stock not only if you hold it directly, but also if you hold it indirectly or,
through a relationship, contract, or understanding, have, or share, the power to votc the stock or to sell it,
or you have the right to acquire it within 60 days of the record date.

How much stock do Severn Bancorp’s directors and officers own? *

The following table shows the beneficial ownership of the Company's common stock as of March
9, 2007 by (i) each director and nominee for director; (11) our President and Chief Executive Officer,
Chief Financial Officer, and our other most highly compensated executive officers in 2006; and (ii1) by all
directors and executive officers as a group.

The securities “*beneficially owned” by a person are determined in accordance with the definition
of “bencficial ownership™ set forth in the regulations of the SEC and, accordingly, include securities as to
which the person has or shares voting or investment power, Shares of Common Stock which a person has
the right to acquire within 60 days after March 9, 2007, the record date, are deemed ouistanding for
computing the share ownership and percentage ownership of the-person having such right, but are not
deemed outstanding for computing the percentage of any other person. The same shares may be

beneficially owned by more than one person. Beneficial ownership may be disclaimed as to certain of the
securitics.




Amount and

Nature of
Name of Individual Beneficial Ownership Percent of Class
Nominees for Director;
Melvin HYatt.....co.oooeevieecrcreree e 179,546 1.96%
S. Scott Kirkley.... 385,710° 421%
Albert W, Shields . 71,4973‘ 0.78%
Directors Continuing in Office:
Louis DiPasquale, Jr. ..ccccooonvrcircnn, 207,988* 2.27%
Alan J. Hyatt...o..oooooeoeeeeeeee 1,438,962° 15.72%
Melvin E. Meekins, Jr. ol 532,680° 5.82%
Ronald P. PEnnington ......c..coouvvvvvvrvunnes 127,270 1.39%
T. Theodore SChultZ .......o..ccovvermmrrerrvcrnnne 56,170 0.61%
Keith S10CK .evrrvrvereiseeermienirenenesreronns 116,260° 1.25%
Other Executive Officer:
Thomas G. Bevivino ....coevevvvecveereenees 3,936'° 0.04%
All directors and executive officers as a group
(10 persons) 3,120,019" 34.01%

' 141,596 of such shares arc owned by Mr. Melvin Hyan. 36.300 of such shares are owned by Mr. Melvin Hyatt and his wife. 1,650 of such
shares relate to exercisable options granted to Mr, Melvin Hyan, Mr, Melvin Hyatt is the uncle of Alan J. Hyatt.

: 20,317 of such shares are owned by Mr. Kirkley. 288,585 of such shares are owned by Mr. Kirkley and his wife. 73,508 of such shares are
allocated to Mr. Kirkley as a participant in the Company's Employee Stock Ownership Plan (“ESOP™). 3.300 of such shares relate to exercisable
options granted to Mr. Kirkley.

31,650 of such shares relate to exercisable options granted to Mr. Shiclds..

* 71.302 of such shares are owned by Mr. DiPasquale. 135,036 of such shares arc owned by Mr. DiPasquale for the benefit of his children. 1.650
of such shares relate to exercisable options granted to Mr. DiPasquale.

5 76,670 of such shares are owned by Mr. Alan Hyatt. 1.225.059 of such shares are owned by Mr. Alan Hyatt and his wife, Sharon G. Hyatrt.

Mr. Alan Hyatt controls 21,120 shares as custodian for his children. 105,778 of such shares are allocated 1o Mr. Alan Hyatt as a participant in the
Company ‘s ESOP. 3.200 of such shares relate 10 exercisable options granted to Mr. Alan Hyatt. 7.035 of such shares are owned by Mrs. Sharon
Hyau.

© 98,555 of such shares are owned by Mr. Meekins. 320.900 of such shares are owned by Mr. Meekins and his wife. 109,925 of such shares are
allocated to Mr. Meckins as a participant in the Company's ESOP. 3,300 of such shares relate to exercisable options granted to Mr. Meekins.

! 125,620 of such shares are owned by Mr. Pennington and his wife. 1.650 of such shares relate 1o exercisable options granted to Mr,

Penmington.

B 38,020 of such shares are owned by Mr. Schuliz. 16,500 of such shares are owned by Mr. Schulz and his wife. 1,650 of such shares relate to
exercisable options granted 10 Mr. Schulz.

? 48,610 of such shares are owned by Mr. Stock. 66,000 shares are held by First Financial Partners, Inc., a private investment company of which
Mr. Stock serves as Chairman. 1,650 of such shares relate 10 exercisable options granted to Mr. Stock,

"9 176 of such shares are held by Mr. Bevivino and his wife. 460 of such shares are atlocated to Mr. Bevivino as a participant in the Company's
ESOP. 3.300 of such shares relate to exercisable options granted to Mr, Bevivino,

" Includes a total of 289.671 shares of stock allocated to the exceutive officers as participants in the Company's ESOP and a total of 23,100
shares relating to options granted to directors and executive officers of the Company.




PRINCIPAL SHAREHOLDERS

The following table presents information regarding the beneficial ownership of Common
Stock as of March 9, 2007 by each person known to be the beneficial owner of more than 5% of
the outstanding Common Stock of the Company. '

Amount and
Nature of
Beneficial Percent of
Ownership Class
Name and Address of Beneficial Owner
Alan J. Hyan" 1,438,962 15.72%
Sharon G. Hyatt
200 Westgate Circle, Suite 200
Annapolis, Maryland 21401
Louis Hyart 1* IR 950,867 10.39%
200 Westgate Circle, Suite 200
Annapolis, Maryland 21401
Melvin E. Meekins, Jr. ** - ) 532,680 5.82%

200 Westgate Circle, Suite 200
Annapolis, Maryland 21401

" 76,670 of such shares arc owned by Mr. Alan Hyan. 1,225.059 of such shares are owned by Mr. Alan Hyatt and his wife, Sharon G. Hyan.
Mr. Alan Hyan controls 21,120 shares as custodian for his children. 105,778 of such shares are allocated to Mr. Alan Hyatt as a participant in the
Company’s (‘ESOP’). 3,300 of such shares relate 10 éxercisable options granted to Mr. Alan Hyatt. 7,035 of such shares are owned by Mrs.
Sharon Hyatt.

1 901 .362 of such shares are owned by Mr. Louis Hyan. 47,718 of such shares are owned by Mr, Louis Hyan and his wife. 1,787 of such shares
are allecated to Mr, Louis Hyatt as a participant in the Company’s ESOP. Louis Hyatt is the father of Alan J. Hyatt,

4 98.555 of such shares are owned by Mr. Meekins. 320,900 of such shares are owned by Mr. Meekins and his wife. 109,925 of such shares are
allocated to Mr, Merckins as a participant in the Company’s ESOP. 3,300 of such shares relate to exercisable options granted to Mr. Meckins.




DISCUSSION OF PROPOSALS RECOMMENDED BY THE BOARD

Proposal 1: Election of Directors

L

General. Our Board of Directors consists of nine members divided into three classes as nearly
equal in number as possible. The members of each class are clected for a term of three years and until
their successors are elected and qualified. One class is elected annually. We have nominated three
directors for election at the annual meeting, which is the number of directorships fixed for the election of

directors.

¢

We have nominated the persons named below, all of whom are present members of the Board of
Directors of the Company, for election to serve until the 2010 annual meeting of shareholders:

Name_of Individual

Melvin Hyatt

S. Scott Kirkley

. Albert W. Shields

Age”

74

54

Principal Occupation for Last Five Years

Melvin Hyart has been a director of the Company since its inception
and a director of Severn Savings Bank, FSB (the “Bank™) since 1978.
He is a retired restaurant owner and was formerly employed by the
Housing Authority of the City of Annapolis, Maryland. Mr. Hyatt is
the uncle of Alan J. Hyatt and the brother of Louis Hyatt.

S. Scort Kirkley has been a director and Secretary/Treasurer of the
Bank since 1980, Senior Vice President from 1989 to 2006, and now
serves as Executive Vice President. He has served in the same
capacities for the Company since 1990. Mr. Kirkley has been
employed by the Bank on a full-time basis since 1987 and has
primary responsibility for the Bank’s residential loan operations.

Albert W. Shields was elected as a director of the Company and the
Bank in December 2003. He is presently the Vice President of Sales
for the Northeast Region of HD Builder Solutions Group. He was
the Chief Executive Officer of Floors, Inc. from 1986 until 2002
when the company was sold to The Home Depot. Mr. Shields has
been involved in the real estate and development market, and the
building supply industry for the past 35 years.

Directors Continuing in Office. The directors continuing in office whose terms will expire at the 2008
annual meeting of shareholders are:

Name of Individual

Ronald P. Pennington

T. Theodore Schultz

15 As of December 31, 2006

Age"

67

67

Principal Occupation for Last Five Years
Ronald P. Pennington has been a director of the Company since its
inception and a director of the Bank since 1980, Mr. Pennington has
owned and operated an independent tool distributorship since 1985,
and now is a retired investor.

1. Theodore Schulrz has been a director of the Company since its
inception and a director of the Bank since 1986. Mr. Schultz is self-
employed and owns Schultz and Company, Inc. He is an enrolled
agent, accredited tax advisor with an accounting and tax practice in
the Annapolis, Maryland area since 1971.




Directors Continuing in Office. The directors continuing in ofﬁce whose terms w111 expire at the 2009

annual meeting of shareholders are:

Name of Individual . Age®
Alan J. Hyaut ' 52
Melvin E. Meekins, Jr, 65
Louis DiPasquale, Jr., 84
Keith Srock 34

' As of December 31. 2006

Principal Oceupation for Last Five Years

Alan J. Hyart has been Chairman of the Board and President of the
Bank since 1982, having previously served as an officer and director
since 1978. He has also served as the Chairman of the Board and
President of the Company since 1990, Mr. Hyatt has been a parter
in the law firm of Hyatt & Weber, P.A., in Annapolis, Maryland
since 1978, and is a real estate broker with Arundel Realty Services,
LLC, also in Annapolis, Maryland. Mr. Hyatt spends approximately
0% of his professional time on the affairs of the Bank and the
Company and the balance on his law practice.

Melvin E. Meekins, Jr. joined the Bank as a director. and Executive
Vice President.in April 1983, and he serves in the same capacity fot
the Company. Mr. Meekins is the Bank’'s Principal Operating
Officer. Mr. Meekins has been employed in the savings and loan
industry since 1962,

Louis DiPasquale, Jr. has been a director since the inception of the
Company and the Bank in 1946. Mr. DiPasquale has been the
cwner/operator of the Motel Carlton in Baltimore, Maryland since
1964, Mr. DiPasquale served as Secretary/Trcasurer of the Bank
from 1964 to 1978.

Keith Stock served as a Director of the Bank and the Company from
April 1990 to December 1993, and was re-elected in 2003. Mr.
Stock has served as President of MasterCard Advisors, LLC, a
MasterCard International business since 2004. Previously he served
in management positions with consulting firms CapGemini Emst &
Young, AT Keamey and McKinsey & Co., as well as Chairman and
Chief Executive Officer of First Financial Investors, Inc. and its bank
Lolding company, St. Louis Bank, FSB.




The Board of Directors and Committees. Our Board of Directors generally meets on a monthly
basis, or as needed. During the year ended December 31, 2006, our Board of Directors met twelve times.
No director attended fewer than 75% in the aggregate of (a) the total number of board mectings held
while the director was a member during the year ended December 31, 2006 and (b) the total number of
meetings held by committees on which the director served during the year ended December 31, 2006.

It is the policy of the Board of Directors to encourage directors to attend each annual meeting of
shareholders. Such attendance allows for direct interaction between shareholders and members of the

Board of Directors. All the directors except Mr. Schultz attended the 2006 Annual Meeting of
Shareholders. : ‘

Director Independence. The Board of Directors examines the independence of our directors on an
annual basis in both fact and appearance to promote arms-length oversight. Based upon the definition of an
“independent director” under Rule 4200 of the Nasdaq marketplace Rules, the Board of Directors has
determined that the Company has a majority of “independent” directors that comprise its Board as required
by the corporate governance rules of Nasdaq. Independent directors as of December 31, 2006 consisted of:
Louis DiPasquale, Jr., Melvin Hyatt, Ronald Pennington, T. Theodore Schultz, Albert W. Shields and Keith
Stock. The Board believes that these directors are independent because they are not executive officers or
employees of the Company and otherwise satisfy all of the Nasdaq independence requirements and, in the
opinion of the Board of Directors, are not individuals having a relationship which will interfere with the
exercise of independent judgment in carrying out the responsibilities of a director. In determining
independence, the Board considered that Mr. Melvin Hyatt is the uncle of Alan J. Hyatt, and the brother
of Louis Hyatt; however, the Board concluded that Mr. Melvin Hyatt was independent because he
abstains from voting on matters involving Alan J. Hyatt or Louis Hyatt,

Corporate Governance Committee

On March 16, 2004, the Board of Directors adopted a Corporate Governance Committee Charter.
The Company’s Corporate Govemance Committee is comprised of at least threc members, each
appointed by the Board of Directors, and is responsible for developing a set of corporate governance
policies for the Company. The Bank’s Corporate Governance Committee consists of Louis DiPasquale,
Jr.; Ronald Pennington; T. Theodore Schultz; Albert W. Shields; and Keith Stock. The Corporate
Governance Committee met one time in 2006, Beginning in 2007, the committee, in addition to setting
corporate governance policies of the Company, will be responsible for establishing criteria for selecting
new directors, and identifying, screening and recruiting new directors. In addition, the committee will
select members for the various Board of Director committees, determine director and committee member
compensation and consider the establishment of a process for shareholders to submit recommendations of
director candidates and to communicate with the Board.

Nominating Committee

The Company’s nominating committee consists of the full Board of Directors, however, only the
independent directors may vote on nominations. A director is “independent” as defined under Rule 4200
of the Nasdaq Marketplace Rules. The Board has determined that the following directors are independent:
Louis DiPasquale, Jr.; Melvin Hyatt; Ronald Pennington; T. Theodore Schultz; Albert W. Shields; and
Keith Stock. While the nominating committee will consider nominees recommended by shareholders, it
has not actively solicited recommendations from shareholders for nominees nor established any
procedures for this purpose, other than the procedures contained in the Bylaws concerning nominations of
candidates by shareholders. The Company’s Bylaws provide that if a shareholder wishes to submit
nominations for directors, it should be done in writing and sent to the Secretary of the Company at least
60 days prior to the Annual Meeting of Shareholders. The Govemnance Committee intends to consider
whether policies and procedures for shareholder nominations are necessary beyond those set forth in the
Bylaws. Our Board in its capacity as the nominating commmittee met one time during 2006. This year’s




nominees were selected by the full Board and approved by the independent directors after evaluating each
nominee’s general business acumen, the nominee’s knowledge of the Company and its business activities.
In addition to the aforementioned criteria, the Board considers the investment in the Company made by
the nominee as demonstrated by the number of shares owned by each such nominee. The Board’s process
for identifying and evaluating director nominees relates to the general business acumen and knowledge of
the Company and its business activities. Foard membership longevity is also evatuated when considering
the nomination of current Board members. There was no third party paid to identify or assist in finding
candidates for the Board of Directors.

Compensation Committee

The Company has no compensation committee because the Company has no employees. The
executive officers of the Company are employed and paid by the Bank. The Bank has a compensation
committee. The primary functions of the Compensation Committee are to review and refine the Bank’s
executive compensation philosophy and guiding principles to reflect the Company’s mission, values and
long-term strategic objectives and to adopt and administer the Company’s executive compensation
programs in a manner that furthers the Company’s strategic goals and serves the interests of our
shareholders. The role of the Compensation Committee is described in greater detail under the section
entitled “Compensation Discussion and Analysis”. The Bank’s Compensation Committee consists of:
Louis DiPasquale, Jr.; Melvin Hyatt; Ronald Pennington; T. Theodore Schultz; Albert W. Shields; and
Keith Stock. Each of the members of the Bank’s Compensation Committee is independent under the
rules of the Nasdaq Stock Market. The Cornpensation Committee met one time in 2006.

Scope of Authority of the Compensation Comminee. The scope of the Compensation
Committee’s authority and responsibilities is set forth in its charter, a copy of which is attached as
Appendix A to this proxy statement. The chairperson, in consultation with other members of the
Committee sets the agenda of each meeting. As provided under the Committee’s charter, the Committee
may delegate its authority to special subcommittees as the Committee deems appropriate, consistent with
the applicable law and Nasdaq listing standards.

The Role of Management in Determining or-Recommending Executive Compensation. As part of
the review process, each executive provides input into the performance of the Company and the
performance of each executive officer, including himself. However; no executive officer participates in
the Comumittee’s deliberations or decisions.

Role of Compensation Consultants in Determining or Recommending Executive Compensation.
Under its charter, the Compensation Committee has authority to retain, at the Company’s expense, such
counsel, consultants, experts and other professionals as it deems necessary. To date, the Committee has
not relied on compensation consultants. [nstead, the Committee performs an informal survey of area
companies and banks and reviews the compensation practices of the surveyed companies,

Audit Committee

T. Theodore Schultz, Chairman, Ronald Pennington, Keith Stock and Albert W. Shields serve as
the Company’s Audit Committee. As of the date of this Proxy Statement, each of the Audit Commitiee
members is an “independent director” under the rules of the Nasdaq Stock Market and the applicable SEC
rules. The Audit Committee’s responsibilitics are described in a written charter that was adopted by the
Board of Directors of the Company, a copy of which i1s attached as Appendix B to our proxy statement.
The Board has determined that Keith Stock is the Audit Committee’s “financial expert,” as such term is
defined by applicable federal securities laws. The Audit-Committee met four times in 2006,




Audit Committee Report

The Audit Committee has reviewed and discussed the Company's audited consolidated financial
statements. for the fiscal year ended December 31, 2006 with the Company's management. The Audit
Committee has discussed with Beard Miller Company LLP, the Company's independent auditors, the
matters required to be discussed by Statement on Auditing Standards No. 61, Communicarion with Audit
Commirtees. The Audit Committee has received the written disclosures and the letter from Beard Miller
Company LLP required by Independence Standards Board Standard No. 1, Independence Discussions
with Audit Committees, and has discussed with Beard Miller Company LLP the independence of Beard
Miller Company LLP. Based on the review and discussions described in this paragraph, the Audit
Committee recommended to the Company’s Board of Directors that the Company's audited consolidated
financial statements for the fiscal year ended December 31, 2006 be included in the Company's Annual
Report on Form 10-K for the fiscal year ended December 31, 2006 for filing with the Securities and

Exchange Commission. :

-

Audit Committee Members:

T. Theodore Schuitz, Chairman
Ronald Pennington

Albert W, Shieids

Keith Stock

Recommendation: The Board recommends a vote “FOR™ all three nominees for director.
Proposal 2: Ratification of appointment of independent auditor.

General

We have appointed Beard Miller Company LLP as independent auditor for the year ending
December 31, 2007. If you do not ratify the selection of the independent auditor, the Audit Committee
and the Board will reconsider the appointment. However, even if you ratify the selection, the Board may
still appoint a new independent auditor at any time during the year if it believes that a change would be in
the best interests of the Company and its shareholders.

Relationship with Independent Auditors

Beard Miller Company LLP, who performed audit services for us in 2006, including an audit of
the consolidated financial statements and services related to filings with the Securities and Exchange
Commission, has served as our accountants since 2003. Beard Miller Company LLP performed all of its
services in 2006 at customary rates and terms. Representatives of Beard Miller Company LLP will be
present at the meeting, will be available to respond to your appropriate questions and will be able to make
such statements as they desire.

Audit Fees. The aggregate fees billed by Beard Miller Company LLP for professional services
rendered for the audit of the Company’s annual financial statements for the fiscal years ended December
31, 2006 and December 31, 2005 and the review of the financial statements included in the Company’s
Forms 10-Q for fiscal years 2006 and 2005 totaled $163,095 and $94,406, respectively.

Audit-Related Fees. There were no fees billed by Beard Miller Company LLP for assurance and
related services that are reasonably related to the performance of the audit or review of the Company’s
financial statements for the fiscal years ended December 31, 2006 and December 31, 2005 and that are
not disclosed in the paragraph captioned “Audit Fees” above.
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Tax Fees. The aggregate fees billed by Beard Miller Company LLP for professional services
rendered for tax compliance, tax advice and tax planning for the fiscal years ended December 31, 2006
and December 31, 2005 were $17,750 and $13,651, respectively.

All Other Fees. There were no fees billed by Beard Miller Company LLP for products and
services, other than the services described in the paragraphs “Audit Fees,” “Audit-Related Fees,” and
“Tax Fees” above for the fiscal years ended December 31, 2006 and December 31, 2005.

Policy on Audit Committee Pre-Approval of Audit and Non-Audit Services of Indépendent Auditor

Among its other duties, the Audit Committee is responsible for appointing, setting compensation
and overseeing the work of the independent. auditor. The Audit Committee has established a policy
regarding pre-approval of all audit and non-audit services provided by the independent auditor. On an
ongoing basis, management communicates specific projects and categories of service for which the
advance approval of the Audit Committee is requested. The Audit Committee reviews these requests and
advises management if the Committee approves the engagement of the independent auditor. Pursuant to
its pre-approval policies and procedures, the- Audit Committee approved the foregoing audit and
permissible non-audit services provided by Beard Miller Company LLP in fiscal 2006.

The Audit Committee reviews summaries of the services provided by Beard Miller Company
LLP and the related fees and has considered whether the provision of non-audit services is compatible
with maintaining the independence of Beard Miller Company LLP.

Recommendation. The Board of Directors recommends a vote "FOR" the ratification of the

selection of Beard Miller Company LLP as the independent auditor for the year ending December 31,
2007. ’
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COMPENSATION DISCUSSION AND ANALYSIS

Background

Because we do not have any employees, compensation decisions are made by the Compensation
Committee of the -Bank’s Board of Directors. The non-employee directors, consisting of Louis
DiPasquale, Jr., Melvin Hyatt, Ronald Pennington, T. Theodore Schultz, Albert W. Shields and Keith
Stock serve as members of the Compensation Committee. Melvin Hyatt, a director of the Bank, does not
participate in compensation decisions relating to our Chairman, President and Chief Executive Officer
Alan J. Hyatt, his nephew.

The Compensation Committee operates under a written charter adopted by the Board of Directors.
The responsibilities of the Committee include:

e To adopt, review and refine an executive compensation philosophy and guiding principles
that reflect the Company’s mission, values and long-term strategic objectives;

e To administer the Company’s executive compensation programs in a manner that furthers
the Company’s strategic goals and serves the interests of our shareholders;

e To evaluate and determine the total compensation levels of the chief executive officer and
other executive officers;

s To make recommendations regarding stock option grants; and

e To recommend to the Board the compensation arrangements with non-employee directors.

Objectives of OQur Compensation Program
The primary objectives of the Compensation Committee with respect to executive compensation are:

e To attract and retain the best possible executive talent;

e To tic annual and long-term cash and stock incentives to achievement of corporate and
individual performance objectives; and

¢ To align executives' incentives with stockholder value creation.

To achieve these objectives, the Compensation Committee has implemented and maintains
compensation plans that tie a substantial portion of executives' overall compensation to the financial
performance of the Company. Overall, the total compensation opportunity is intended to create an
executive compensation program that is set at the median competitive levels of comparable public savings
and loan companies and when our performance is at a commensurate median competitive level.

The Bank’s executive officers have no employment contracts. Annually, the Bank’s
Compensation Committee evaluates profiles of comparable financial institutions to assure that the
compensation to its executive officers is comparable to its peer group. Other factors used by the
Compensation Committee in determining compensation for its executive officers include an assessment of
the overall financial condition of the Bank, including an analysis of the Bank’s asset quality, interest rate
risk exposure, capital position, net income and consistency of eamings. The Bank’s return on average
assets and return on equity are considered and compared to its peer group. In addition, the Compensation
Committee interviews each executive officer individually and collectively to evaluate performance of the
company and the individual executive officers. This input is used to determine the total compensation
package for each executive officer, and the allocation between the different components within the
compensation package. The complexity of the activitics of the executive officers are considered, and
intangible items are considered such as the reputation and general standing of the Bank within the
community and the likelihood of continuing successful and profitable results.
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Compensation Components
Compensation consists of the following components:

Base Salary, Base salary is designed to reward the performance of our executive officers in the
daily fulfillment of their responsibilities to us. Base salaries for our executives are established based on
the scope of their responsibilities and historical compensation levels, taking into account competitive
market compensation paid by other companies for similar positions. Generally, we believe that executive
base salaries should be targeted near the median of the range of salaries for executives in similar positions
and with similar responsibilities at comparable companies in line with our compensation philosophy.
Base salaries are reviewed annually, and adjusted from time to time to realign salaries with market levels
after taking into account individual responsibilities, performance and experience.

Annual Bonus. Our annual bonus plan for our executives provides for a cash bonus, dependent
upon the level of achievement of corporate and personal goals. The Compensation Committee approves
the annual award for the Chief Executive Officer and for each other Executive Officer. The annual
bonuses are designed to reward executive officers for achieving our annual corporate financial goals and
for achieving individual annual performance objectives.

Long-Term Incentive Program. We belicve that long-term performance is achieved through an
ownership culture that cncourages long-term performance by our executive officers through the use of
stock-based awards. In connection with this, our board of directors has adopted the Severn Bancorp, Inc.
Stock Option and Incentive Plan, which was ratified by our shareholders at the 1998 annual meeting: The
plan is designed to advance the interest of the Company through providing our executive officers, select
key employees and directors with the opportunity to acquire shares and thereby align their interest with
those of our shareholders. By encouraging such stock ownership, we seek to attract, retain and motivate
the best available personnel for positions of substantial responsibility and to provide additional incentive
to our directors and key employees and to promote the success of the business. The plan provides that the
exercise price must be the market value per share, defined as the average of the highest and lowest selling
price of our stock on the Nasdaq Stock Market on such date, or if there were no sales on such date, then
the mean between the bid and asked price on such date. Generally, such options granted become vested
and exercisable, on a cumulative basis, with respect to 20% of the optioned shares upon each of the first
five anniversary dates of the grant. The awarding to directors of options is not subject 10 vesting rules.

Our Compensation Committec acts as the Stock Option Committee under the Stock Option and Incentive
Plan.

Other Compensation. Our executive officers participate in other employee benefit plans generally
available to all employees, including the following:

e The Bank maintains a 401(k) plan, and contributes,.on behalf of each participating employee, a
matching contribution of 50% of salary deferred by an employee up to 6% of each participant's
salary. The Bank’s plan also allows a non-matching profit sharing contribution to be determined at
the discretion of the Board of Directors.

e The Company maintains an Employee Stock Ownership Plan (the "ESOP") for employees of the
Bank and its subsidiaries. The ESOP provides an opportunity for the employees of the Bank to
become sharcholders and thus strengthen their direct interest in the success of the Bank. In addition,
the ESOP assists the Bank in attracting and retaining capable personnel. As of December 31, 2006, a

. total of 792,356 shares of the Company’s Common Stock were owned by the ESOP, of which
782,908 shares were allocated to employees. .

» The Bank provides Messrs. Meekins and Kirkley with the use of a company owned automobile and
pays or reimburses them for all insurance, maintenance, registration and fuel costs. In addition, the
Bank contributes toward payment of their health insurance premiums in excess of the amounts that
would otherwise be contributed.




In addition, our executive officers receive modest executive benefits, including health insurance;
however, the Compensation Committee in its discretion may revise, amend or add to the officer's
executive benefits if it deems it advisable. We believe these benefits are currently below median
competitive levels for comparable companies. We have no current plans to make changes to the levels of
benefits provided. '

Determination of Executive Compensation .

Traditionally, the Compensation Committee reviews our executive compensation program in
November of each year, although decisions in connection with new hires and promotions are made on an
as-needed basis. As pant of the review process, each executive provides input into the performance of the
company and the performance of each executive officer, including himself. However, no executive
officer participates in the Committee’s deliberations or decisions. Each executive’s current and prior
compensation is considered in setting future compensation. In addition, the Committee performs an
informal survey of area companies and banks and reviéws the compensation practices of the surveyed
companies. To some extent, the compensation plan (base salary, bonus and stock options) is similar to
the elements used by many companies; however, additional emphasis on fair treatment of all employees

requires that we limit executive salaries at a level that does not prohibit us from competing for quality -

employees. The exact salary, annual bonus and stock option grants are chosen in an attempt to balance
our competing objectives of fairness to all employees and attracting and retaining executive officers.
Based on the informal survey of area companies and banks, the performance of the Company and each of
the executive officers in 2006, the committee awarded a bonus to Mr. Hyatt, Mr. Meekins, and Mr.
Kirkley totaling approximately 10% more than the bonus awarded to them in 2005. The Committee also
awarded a bonus to Mr. Bevivino totaling approximately 67% more than the bonus awarded to him in
2005. This larger percentage increase was because the Committee concluded that in addition to meeting
the criteria for determining the bonus for the other executive officers, Mr. Bevivino served as Chief
Financial Officer for all of 2006, while he served in that role for only a part of 2005. In addition, the
Committee determined that each executive officer would receive a base salary increase for 2007 of
approximately 5%. The Committec had given Mr. Hyatt, Mr. Meekins and Mr. Bevivino a base salary
Jincrease for 2006 of approximately 6%. Mr. Kirkley received a base salary increase of approximately 8%
for 2006. : : o

Accounting and Tax Considerations

Effective January 1, 2006, we adopted Statement of Financial Accounting Standards No. 123R.
This accounting standard requires us to record as compensation expense the grant date fair value of a
stock option over the life of the option. Prior to the adoption of FAS 123R, no compensation expensc was
required to be recorded in connection with stock options granted at fair market value. The Stock Option
Committee intends to consider the compensation expense of option grants when making future awards;
however, given that, traditionally, the Compensation Committee has not made large grants of option
awards to our executive officers and employees, we do not expect that the compensation expense
associated with option grants will have a material adverse effect on our reported earnings.

Generally, Section 162(m) of the Internal Revenue Code of 1986, and the IRS regulations
adopted under that section, which are referred to collectively as Section 162(m), denies a deduction to any
publicly held corporation, such as the Company, for certain compensation exceeding $1,000,000 paid
during each calendar year 10 each of the chief executive officer and the four other highest paid executive
officers, excluding, among other things, certain qualified performance-based compensation. Our policy is
to maximize the tax deductibility of compensation paid to our most highly compensated executives under
Section 162(m). - For example, our Stock Option and Incentive Plan is intended to satisfy an exemption
for "qualified performance-based compensation” under Section 162(m). We do not believe that Section
162(m) will have a material, adverse effect on us in 2007.

14




Compensation Committee Report

The Compensation Committee has reviewed and discussed the Compensation Discussion and
Analysis section appearing above with our management. Based on this review and these discussions, the
Compensation Committee recommended to our Board of Directors that the Compensation Discussion and
Analysis be included in our Annual Report on Form 10-K for the fiscal year ended December 31, 2006
and in this proxy statement.

Compensation Committee Members:

" Louis DiPasquale, Ir.
Melvin Hyau
Ronald Pennington
T. Theodore Schuliz
Albert W. Shields
Keith Stock

The information contained in this Compensation Commiitee Report is not “soliciting material” and has
not been "filed" with the Securities and Exchange Comniission. This Compensation Committee Report
will not be incorporated by reference into any of our future filings under the Securities Act of 1933 or the
Securities Exchange Act of 1934, except 1o the extent that we may specifically incarporate it by reference
into a future filing. - '

Summary Compensation Table

The following table sets forth information regarding compensation earmned by our Chief Executive
Officer, our Chief Financial Officer and our other executive officers during 2006:




Name and

Principal Position Year

Alan J. Hyan 2006
President and Chief
Executive Officer

Melvin E. Meekins, Jr, 2006
Executive Vice-
President

S. Scott Kirkley 2006
Executive Vice-
President

Thomas G. Bevivino 2006
Executive Vice-

President

and Chief Financial

Officer

1
Wy

Summary Compensation Table for 2006

Salary (1)

$265,000

$318,250

$225.000

$159,000

Option All Other
Bonus (1) Awards (2} Compensation (3)
'$191,000 $16.515 $11.307
$135.300 517.519 T $34,440
$82.500 317,519 $24.396
$50.000 $17.519 $12.262

: ‘ : : i :
Amounts reflect compensation for services rendered in 2006,

Total

5483.822

$505,509

$349,415

$238.781

? Amounts calculated utilizing the provisions of Statement of Financial Accounting Standards (“SFAS™) 123R, “Share-based Payments.”
See note 11 of the Consolidated Financial Statements in our Annual Report for the year ended December 31, 2006 regarding assumptions

underlying vahation of equity awards.

3 . . N
Al other compensation consisted of the following elements:

Name and

Principal Position Year
Alan }. Hyatt 2006
President and Chief
Executive Officer
Melvin E. Meekins, Jr. 2006
Executive Vice-President
S. Scott Kirkley 2006
Executive Vice-President
Thomas G. Bevivino 2006
Executive Vice-President
and Chief Financial
Officer

Health Care

ontribution (1

g -

$5,225

$5.225

401 (k)

Matching Auto
Contribution (2} ESOP Plan (3) Expenses (4}
£5.000 $6,307 $ -
$6,600 $6,307 $13.608
$6.600 $6.307 $6.264
$6,270 $5.992 $ -

Total

$11.307

$34,440

£24.396

$12.262

1 _— . . . .
Amounts reflect contributions made by the Company for the executive’s health insurance premiums in excess of the amounts the Company

would otherwise contribute.

: Amounts reflect matching contributions made by the Company for the executive's 401(k) plan.

3 o .
Amoumts refiects contributions made by the Company to the executive™s ESOP account.

* The Company provides automobiles for the exclusive use of Mr. Meekins and Mr. Kirkley. In addition, the Company also pays or
reimburses these executives for all insurance, maintenance, registration and fuel costs. Amounts shown reflect the aggregate incremental cost

of such automobiles including depreciation and other costs.
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Grants of Plan-Based Awards Table

The following table sets forth certain information with respect to the plan based awards granted
during 2006-to each of our executive officers listed in the Summary Compensation Table:

Grants of Plan-Based Awards for 2006

All Other
Option
Awards: Grant Date
Number of Exercise or Fair Value
Securities - Base Price - of Stock
Underlying of Option and Option
Name and Principal Position Grant Dste Options Awards Awards (]
Alan J. Hyau 02/21/06 16,500 $18.900 $ 96,294
President and Chief Executive
Officer
Melvin E. Meekins, Jr. 02/21/06 16,500 $17.182 $102.150
Executive Vice-President
S. Scott Kirkley 02/21/06 16.500 $17.182 $102,150
Executtve Vice-President
Thomas G. Bevivino 02/21/06 16,500 $17.182 5102150
Executive Vice-President and
Chief Financial Officer

! Amounts calculated utilizing the provisions of Statement of Financial Accounting Standards (“SFAS™) 123R. “Share-based
Payments.” See nowe 12 of the Consolidated Financial Statements in our Annual Report for the year ended December 31, 2006
regarding assumptions underlying valuation of equity awards. There were no stock awards in 2006.

Narrative to Summary Compensation Table and Plan-Based Awards Table

The Company does not have employment agreements with the executive officers. Salary and
bonus decisions concerning executive officers are made by the Compensation Committee as described
above in “Compensation Discussion and Analysis.”

On February 21, 2006, the Compensation Committee awarded incentive stock options under our
Stock Option and Incentive Plan to our executive officers. The exercise price was based on the market
value per share of our common stock on the date of grant, except that as required by the Internal Revenue
Code laws and regulations and the provisions of our plan relating to incentive stock options granted to
persons owning more than 10% of our common stock, the option price for Mr. Hyatt was equal to 110%
of the market value per share. These options will become vested and exercisable in five, equal annual
installments of 20% upon each of the first five anniversaries of the date of the grant, except that the
options will become immediately exercisable upon the death or permanent disability of the holder or, at
the discretion of the Compensation Committee, upon a change of contro! of the Company The options
will expire five years from the grant date. .




Outstanding Equity Awards at Fiscal Year-End Table

The following table includes certain information. with respect to the value of all unexercised options

previously awarded to the executive officers listed in the Summary Compensation Table as of December
31, 2006:

Qutstanding Equity Awards at Fiscal Year End 2006

Option Awards

Number of Securities Number of Securities
Name Underlying unexercised Uindertying Unexercised Option Option
and Principal Position Options Exercisable Options Available ) Exercise Price Expiration Date
Alan J. Hyatt A . 16.500"" - $18.500 02/21111
President and Chief
Executive Officer
Melvin E. Meekins, - 16,500 $17.182 02/21/11
Jr.
Executive Vice-
President
S. Scott Kirkley - 16.500"" $17.182 027211
Executive Vice-
Prestdent
Thomas G. Bevivino - 16.500'" $17.182 . 022111

Executive Vice-
President and Chief
Financial Officer

! Options will vest in five equal annual installments of 20% upon each of the first five anniversaries of the date of grant on
February 21, 2006.

Options Exercised and Stock Vested

No options were exercised by an executive officer in 2006. The Stock Option and Incentive Plan
does not authorize the issuance of stock awards and the Company has no outstanding stock awards.

Potential Payments upon a Termination of Employment or Change of Change in Control

We do not have employment agreements, severance or "change in control” agreements with our
executive officers.

Under our stock option and incentive plan, all outstanding stock options automatically will
become exercisable upon the termination of the employment of the holder due to death or permanent
disability.

In the event of a "change in control," as defined in our stock option and incentive plan, all
outstanding stock options will become immediately exercisable, as determined by the Compensation
Committee in its sole discretion. Qur plan defines "change of control” to mean: (i) the sale of all, or a
material portion, of the assets of the Company; (ii} a merger or recapitalization in the Company whereby
the Company is not the surviving entity; (iii) an acquisition by which a person becomes a controlling
shareholder within the meaning of federal banking regulations; or (iv) the acquisition, directly or
indirectly, of the beneficial ownership (within the meaning of that term as it is used in Section 13(d) of
the Securities Exchange Act of 1934 and the rutes and regulations promulgated thereunder) of ten percent
or more of the outstanding voting securities of the Company by any person, entity, or group; provided,




however, that a change in control of the Company shall not include the acquisition or disposition of
securities of the Company by any person in control of the Company at the time of the adoption of the plan
and shall not include any subsequent acquisition or disposition of the securities of the Company by any
person owned or controfled by, or under common control with, a person in control of the Company at the
time of the adoption of this Plan.

In the event of a change of control, the Committee, in their discretion, will take one or a
combination of the following actions to be effective as of the date of such change in control:

s provide that such options shall be assumed, or equivalent options shall be
substituted by the acquiring or succeeding corporation, or

¢ provide that the participants will receive upon the closing of the change in
control transaction a cash payment for each option surrendered equal to the
difference between (1) the market value of the consideration to be received for
each share of our common stock in the change in control transaction times the
number of shares subject to a surrendered Option and (2) the aggrcgatc exercise
price of such surrendered options.

The following table sets forth the intrinsic value of the unvested stock options held by each
executive officer named in the Summary Compensation Table as of December 31, 2006 that would
become vested upon termination of employment of the executive due to death or permanent disability or,
.assuming that the Committee so ¢lects, the occurrence of a change in control as described above:

Name and Principal Positiodn ) : Amount ($)(1)
Alan J. Hyatt o $ 4224

President and Chief Executive Officer

Melvin E. Meckins, Jr. $26.928
Executive Vice-President

8. Scott Kirkley $26.928
Executive Vice-President

Thomas G. Bevivino $26,928
Executive Vice-President and Chief Financial Officer

! Calculated based on the difference between the closing price of our common stock on December 31, 2006 and the exercise price
of unvested stock options as of such date, multiplied by the number of outstanding options.

In the event that the employment of an executive officers was terminated for any other reason on
December 31, 2006, nonc of the unvested options would vest and all such options would expire.

In the cvent that the employment of an executive officer was terminated due to disability or death
on December 31, 2006, they or their estate would be entitled to payments under disability or life
insurance plans that we maintain for full-time employees.

Director Compensation

The Company does not compensate its directors. Each director of the Company is also a director
of the Bank. Meetings of the directors of the Company are held immediately before or after meetings of
the directors of the Bank. Non-employee directors of the Bank received $2,000 per meeting of the Board
of Directors attended in 2006. In addition, each non-employee member of a committee of the Board of
Directors of the Bank received a fee as follows: $300 per Compliance Committee meeting; $350 per
Stock Option Committee meeting; $600 per Cash Audit Committee meeting; S800 per Compensation
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Cormnmittee meeting; $800 per Corporate Governance Committee meeting; and $800 per Audit Committee
meeting. The Chairman of each committee received an additional $250 per meeting. A total of $167,679
was paid as directors’ fees and committee fees for the Bank in 2006.

Effective January 1, 2007, the non-employee directors are entitled to receive $2,200 per attended
meeting.  In addition, each committee member will receive the following: $300 per Compliance
Committee meeting; $350 per Stock Option Comumittee meeting; $600 per Cash Audit Committee
meeting; $850 per Compensation Committee meeting; $800 per Corporate Governance Committee
meeting; and $850 per Audit Committee meeting. The Chairman of each committee will receive an
additional $260 per meeting.

Non-employee directors are also eligible to receive stock options under our stock option and
incentive plan. On February 21, 2006, each of Messrs. DiPasquale, Melvin Hyatt, Pennington, Schultz,
Shields and Stock each received an option to purchase 1,650 shares of our common stock at an exercise
price of $17.182 per share. The options are exercisable immediately and terminate five years from the
date of grant.

The following table sets forth a summary of the compensation we paid to our non-employee
directors in 2006:

Director Compensation for 2006

Fees earned or

Name Year paid in cash I Option Awardsi® Total
Louis DiPasquale, Jr. 2006 $24,800 $8,865 $£33.665
Melvin Hyatt ‘ 2006 $25,750 §8.865 $34.615
Ronald P. Pennington ' 2006 $30.950 $8.865 $39.815
T. Theodore Schultz 2006 $31.200 $8.865 $40,065
Albert W, Shields 2006 $26,000 $8.865 . $34.865
Keith Stock 2006 $26.650 $8.865 $35.515

! For 2006, each non-employee direcior received $2.000 for each Board of Directors meeting. and fees ranging from $300 to $800 for each Board
of Directors committee meeting. [n addition, the chairman of the various Board of Directors commitiees received a fee of up to 3250 per
committee meeting.

! Amounts calculated wtilizing the provisions of Statement of Financial Accounting Standards (“SFAS™) No. 123R, “Share-based Payments.” See
Note 12 of the consolidated financial statements in the Company's Annual Report for the year ended December 31, 2006 regarding assumptions
underlying valuation of equity awards. Because the options were immediately exercisable, the amounts reported in this column represent the
grant date fair value of each stock option award, At December 31, 2006, the aggregate number of options awards outstanding for each director
was as follows: Louis DiPasquale, Jr. 750; Melvin Hyatt 1.650; Ronald P. Pennington 1.650; T. Theodore Schultz 1,650: Albert W, Shields
1.650; Keith Stock 1,650.
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Compensation Committee Interlocks and Insider Participation

No member of our Board's Compensation Committee has served as one of our officers or
employees at any time. None of our executive officers serve as a member of the compensation committee
of any other company that has an executive officer serving as a member of our Board of Directors. None
of our executive officers serve as a member of the board of directors of any other company that has an
executive officer serving as a member of our Board's Compensation Committee.

Melvin Hyatt, a member of the compensation committee, is the brother of Louis Hyatt and the uncle
of Alan J. Hyat, each of whom engaged in certain transactions with us as described below.

Certain Transactions With Related Persons

Our Board of Directors is charged with monitoring and reviewing issues involving potentiai
conflicts of interest, and reviewing and approving all related party transactions.

Alan J, Hyatt, who is an affiliated person by virtue of his stock ownership and positions as director
and President of the Company and the Bank, is a partner of the law firm of Hyatt & Weber, P.A., which
serves as general counsel to the Company and the Bank. The law firm of Hyatt & Weber, P.A. received fees
in the amount of $325,380 for services rendered to the Company and to the Bank and its subsidiaries for the
year ended December 31, 2006. The law firm received $401,979 in fees from borrowers who obtained loans
from the Bank for the year ended December 31, 2006. Additionally, that law firm received $7,872 in trustec’s
commissions arising from the szle of foreclosed real estate by the Bank. Mr. Hyatt's interest in such fees and
comymissions is undeterminable. .

Two subsidiaries of the Bank, Homeowner’s Title and Escrow Corporation, and Hyatt Commercial
leased space during 2006 at 1925 West Street on 2 month to month basis from 1925 West, LLC. Alan ].
Hyatt is a parmer of the entity that owns 1925 West, LLC.  The rent paid in 2006 totaled $55,974.
Homeowner’s Title and Escrow Corporation and Hyatt Commercial, Inc. moved to the Company’s new
headquarters effective in 2007 and no longer lease space from 1925 West, LLC.

Louis Hyatt, a 10% shareholder and the brother of Melvin Hyatt and the father of Alan J. Hyatt is a
real estate broker at Hyatt Commercial, a wholly owned subsidiary. As a real estate broker, Louis Hyatt
eamed 5144,612 in commissions from Hyatt Commercial. In addition, Hyatt Commercial provided health
insurance benefits to Louis Hyatt at a cost of $9,874.

In March 2007, the Company adopted written policies and procedures regarding approval of
transactions between the Company and any employee, officer, director and certain of their family members
and other related persons required to be reported under Itemn 404 of Regulation S-K.. Under these policies, a
majority of the disinterested members of the Audit Committec must approve any transaction between the
Company and any related party that involve more than $10,000. 1f a majority of the members of the Audit
Committee are interested in the proposed transaction, then the transaction must be approved by a majority of
the disinterested members of the Board (excluding directors who are employees of the Company). The Chair
of the Audit Committee has the delegated authority to pre-approve or ratify (as applicable) any related party
transaction in which the aggregate amount involved is expected to be less than $120,000. In determining
whether to approve or ratify a related party transaction, the Audit Committee will take into account, among
other factors it deems appropriate, whether the related party transaction is on terms no less favorable than
terms generally available to an unaffiliated third-party under the same or similar circumstances and the extent
of the related party’s interest in the transaction. Afier adopting this policy, the Audit Committee ratified each
of the transactions described above and approved the continuation of such transacticns for the current year on
substantially the same term and conditions. .
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DATE FOR SUBMISSION OF SHAREHOLDER PROPOSALS
FOR INCLUSION IN PROXY STATEMENT

Any proposal that a Company shareholder wishes to have included in the Company's proxy
statement and form of proxy relating to the Company's 2008 annual meeting of shareholders under Rule
14a-8 of the Securities and Exchange Commission must be received by the Company's Secretary at
Severn Bancorp, Inc., 200 Westgate Circle, Suite 200, Annapolis, Maryland 21401 on or before
November 21, 2008. Nothing in this paragraph shall be deemed to require the Company to include in its
proxy statement and form of proxy for such meeting any shareholder proposal that does not meet the
requirements of the Securities and Exchange Commission in effect at the time, including Rule 14a-8.

In addition, shareholders are notified that the deadline for providing the Company timely notice
of any shareholder proposal, submitted outside of the Rule 14a-8 process for consideration at the
Company’s 2008 annual meeting of sharcholders, is February 5, 2008. As with respect to any proposal
which the Company does not have notice on or prior to February 5, 2008, discretionary authority shall be
granted to the persons designated in the Company’s proxy related to the 2008 annual meeting of
shareholders to vote on such proposal.

ANNUAL REPORT AND FINANCIAL STATEMENTS

A copy of the Company's Annual Report to Shareholders for the year ended December 31, 2006
accompanies this Proxy Statement.

Upon receipt of a written request, the Company will furnish to any shareholder without
charge a copy of the Company's Annual Report on Form 10-K for the year ended December 31,
2006 and the exhibits thereto required to be filed with the Commission under the Securities
Exchange Act of 1934. Such written request should be directed to:

S. Scott Kirkley
Executive Vice President and Secretary
Severn Bancorp, Inc.
200 Westgate Circle, Suite 200
Annapolis, Maryland 21401

The Form 10-K is not part of the proxy solicitation materials.

SECTION 16(a) BENEFICIAL OWNERSHIP REPORTING COMPLIANCE

Section 16(a) of the Securities Exchange Act of .1934, as amended, requires the Company’s
directors, certain officers and persons who own more than 10% of its Common Stock, to file with the
Securities and Exchange Commission initial reports of ownership of the Company’s equity securities and
to all subsequent reports when there are changes in such ownership. Based on a review of reports
submitted to the Company, the Company belicves that during the fiscal year ended December 31, 2006 all
Section 16(a) filing requirements applicable to the Company’s officers, directors, and more than 10%
owners were complied with on a timely basis, including all required filings by the Company’s directors,
officers, and more than 10% beneficial owners on Forms 3, 4, or 5, as applicable, to satisfy the reporting
requirements under federal securities laws, except for the following: (1) the untimely filing of Form 4’s
relating to the stock option grant on February 21, 2006 to Messrs. DiPasquale, Melvin Hyatt, Pennington,
Schultz, Shields, Stock, Alan Hyatt, Meekins, Kirkley and Bevivino. The deadline to file the Form 4’s
was February 25, 2006, however the Form 4’s were filed on March 21, 2006, (2) the untimely filing of a
Form 4 relating to the acquisition by Keith Stock, a director of the Company, or 416 shares of Common
Stock on December 16, 2006. The deadline for filing the Form 4 for that transaction was December 20,
2006, however the Form 4 was filed on February 5, 2007.
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COMMUNICATIONS WITH DIRECTORS

If any sharcholder wishes to comrnunicate with a member of the Board of Directors, the
sharcholder may communicate in writing to 200 Westgate Circle, Suite 200, Annapolis, Maryland 21401,
attention: S. Scott Kirkley, via first class mail, or by facsimile at (410) 841-6296. Shareholders may also
speak with the directors who attend our annual meeting of shareholders.

OTHER MATTERS

As of the date of this Proxy Statement, the Board of Directors does not know of any other matters
to be presented for action by the sharcholders at the Annual Meeting. If, however, any other matters not
now known are properly brought before the meeting, the persons named in the accompanying proxy will
vote such proxy in accordance with the determination of a majority of the Board of Directors. The
enclosed proxy confers discretionary authority to vote with respect to any and all of the following matters
that may come before the Meeting: (i) matters which the Company did not receive notice by February 6,
2007 were to be presented at the meeting; (ii) approval of the minutes of a prior meeting of the
shareholders, if such approval does not amount to ratification of the action taken at the meeting; (iii) the
election of any person to any office for which a bona fide nominee named in this Proxy Statement is
unable to serve or for good cause will not serve; (iv) any proposal omitted from this Proxy Statement and
the form of the proxy pursuant to Rules 14a-8 or 14a-9 under the Securities Exchange Act of 1934; and
(v) matters incident to the conduct of the meeling.

By order of the Board of Directors

A

S. Scott Kirkley
Secretary

Annapolis, Maryland
March 21, 2007




Appendix A
SEVERN BANCORP, INC.

COMPENSATION COMMITTEE CHARTER
This Compensation Committee Charter (the “Charter”) has been adopted by the Board of

Directors (the “Board™) of Severn Bancorp, Inc. (the “Company™).

I.

II.

Purpose

The Compensation Committee (the “Committee™) is responsible for formulating,
evaluating and approving the compensation of the Company’s executive officers (as that
term is defined in Section 16 of the Securities Exchange Act of 1934, as amended, and
the rules and regulations promulgated thereunder (the “Exchange Act”)), overseeing all
compensation programs involving the issuance of the Company’s stock and other equity
securities of the Company, reviewing and discussing with the Company’s management
the Compensation Discussion and Analysis and preparing the Committee’s report thereon

for inclusion in the Company’s annual proxy statement in accordance with applicable
rules and regulations.

Composition

. The Committee shall be comprised of three or more members, all of whom must qualify
- as independent directors (“‘Independent Directors’) under the listing standards of the
- Nasdaq Stock Market, Inc. (“Nasdaq™), subject to any exceptions contained in such

listing standards.

In order for options granted by this Committee to qualify for exemption from Section
16(b} of the Exchange Act, members of this Committee or any subcommittee appointed
for such purpose must also meet the definition of Non-Employee Director as defined in
Rule 16b-3 of the Exchange Act or any successor rule thereto.

The Committee members shall be appointed by the Board, upon recommendation of the
Nominating and Corporate Governance Committce. The Board shall appoint one
member of the Committee as chairperson. If the Board fails to elect a chairperson, the
Committee members shall elect a chairperson from their members. The chairperson shall
be rtesponsible for leadership of the Committee, including overseeing the agenda,
presiding over the meetings and reporting to the Board. If the Committee chairperson is
not present at a meeting, the remaining members of the Committee may designate an
acting chairperson.

The members shall serve for a term of one year or until their successors shall be
appointed and qualified. No member of the Committee shall be removed except by
majority vote of the full Board. The Board shall have the authority to fill vacancies or
add additional members to the Committee.

- A member shall promptly notify tha Committee and the Board if the member is no longer
" an Independent Director and such member shall be removed from the Committee unless
the Board determines that an exception to the Independent Director requirement is
available under the Nasdaq rules with respect to such member’s continued membership




III.

IV.

on the Committee.

A member shall promptly notify the Committee if the member is no longer a Non-
Employee Director; however, such member shall not be required to be removed from the
Committee unless he or she is no longer an Independent Director. -

Meetings and Procedures

Consistent with the Company’s articles of i mcorporauon bylaws and applicable state iaw,
the following shall apply:

The Committee shall fix its own rules of procedure, which shall be consistent with
the bylaws of the Company and this Charter.

The Committee shall meet at least annually and more frequently as circumstances
requirc. Members may participate by telephone.

The chairperson of the Committee or a majority of the members of the Committee
may call special meetings of the Committee.

The chairperson, in consultation with other members of the Committee shall set the
length of each meeting and the agenda of items to be addressed at each meeting and
shall circulate the agenda to each member of the Committee in advance of cach
meeting. -

A majority of the members of the Committee shall constitute a quorum.

The Committee may request that any directors, officers or employees of the
Company, or other persons whose advice and counsel are sought by the Committee,

- attend any meeting of the Committee and/or provide such pertinent information as

the Committece requests, except that the Chief Executive Officer (the “CEQ”) of the
Company shall not attend any meeting of the Committee (or portion thereof) at
which the CEQO’s compensation is determined.

Following each of its meetings, the Committee shall deliver a report on the meeting
to the Board, including a description of all actions taken by the Committee at the
meeting. . =

The Committee shall keep written minutes of its meetings, which minutes shall be
maintained by the Company with the books and records of the Company. The
chairpersen may designate an officer or employee of the Company 10 scrve as
secretary to the Committee.

Responsibilities and Duties of the Compensation Committee

Executive Officer Compensation

Based ‘upon corporate goals and objectives approved by the Board, review ‘and approve
annually the Company’s goals and objectives relevant to the compensation of the CEO,

A-2




10.

evaluate annually the CEO’s performance in light of those goals and objectives, and
consistent with the requirements of any employment agreement, determine the CEQ’s
compensation based on this evaluation.

Evaluate the Company’s performance and relative shareholder return, the value of
compensation and incentive awards to chief executive officers at comparable companies,
the awards granted to the CEO in prior years and the CEO’s current and expected
contribution to the Company’s success when determmmg the long -term component of the
CEO’s compensation.

Based upon corporate goals and objectives approved by the Board, review and approve
annually the Company’s goals and objectives relevant to the compensation of the other
executive officers of the Company, evaluate annually the other executive officers’
performances in light of these goals and objectives and consistent with the requirements
of any employment agreement, determine such other officers’ compensation.

' The Committee shall review annually and determine the following with respect to the

CEO and the executive officers of the Company: (i) the annual base salary level, (ii) the
annual incentive opportunity level, (iii) the long-term incentive opportunity level, (iv)
employment agreements, severance agreemernts, change in control agreements/provisions
and other compensatory arrangements, in each case as, when and if appropriate, and (e)
any special or supplemental benefits, in each case subject to the terms of any existing
applicable employmem agreement terms.

Determine the Company’s policy with respect to the application of Section 162(m) of the
Code.

s

Momitor compliance with legal prohibitions on loans to directors and officers of the
Company.

Compensation and Equity-Based Plans

Review and recommend to the Board cash incentives and deferred compensation plans
for executive officers, including any modification to such plans, and oversee the
performance objectives and funding for executive officer incentive plans.

Review and recommend to the Board incenfive compensation plans and equity-based
plans, including, to the extent permitted by such plans, the implementation and
administration of such plans.

Review the competitive position of, and approve changes to, the compensation plans,

equity-based plans and other practices of the Company relating to compensation and
benefits.

In conjunction with the Audit Committee, review and approve compcensation paid to
family members of executive officers and directors.




11.

12.

13.

i4.

15.

VI

Compensation of Directors and Committee Members

Determine the compensation payable to directors and members of committees of the
board, including the Chairman of the Board and the Chairman of each commuittee, other
than directors that are also salaried employees of the Company.

Compensation Report

Review and discuss with the Company’s management the Compensation Discussion and
Analysis section required under Item 402 of Regulation S-K, as it may be amended from
time to time. Based on this review and discussion, the Committee shall determine
whether to recommend to the Board of Directors that the Compensation Discussion and
Analysis be included in the Company’s Annual Report on Form 10-K or proxy statement
for the annual shareholders meeting.

Provide, over the names of the members of the Compensation Committee, the required
Compensation Committee Report for the Company’s Annual Report on Form 10-K or
proxy statement for the annual shareholders meeting.

Evaluation and Other

Review and evaluate the performance of the Committee and its members annually,
including a review of the compliance of the Committee with this Charter and an
assessment of the adequacy of this Charter and recommendation to the Board of any
improvements the Committee considers necessary or valuable.

Perform such other duties and responsibilities as may be assigned to the Committee from
time to time by the Board.

Subcommittees

The Committee may, by resolution passed by a majority of the Committee, designate one
or more subcommittees, cach subcommittee to consist of one or more of the members of
the Committee. The Committee may delegate such authority to a subcommittee as the
Committee deems appropriate, consistent with applicable law and Nasdaq listing
standards.

Investigations and Studies; Outside Advisors

The Committee may conduct or authorize investigations into or studies of matters within
the scope of the Committee’s duties and responsibilities, and may retain, at the
Company’s expense, such counsel, consultants, experts and other professionals as it
deems necessary.

Date of Adoption: December 19, 2006
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Appendix B
SEVERN BANCORP, INC. o
AUDIT AND EXAMINING COMMITTEE CHARTER

General

This charter establishes the duties of the Audit and Examining Committee (the "Audit Committee™) of the
Board of Directots of Severn Bancorp, Inc. (the "Company”). The Audit Committee’s purpose is to: (A)
oversee the accounting and financial reporting processes of the Company and the audits of the financial
statements of the Company; and (B} prepare an audit committee report as required by the SEC’s rules to
be included in the Company’s annual proxy statements.

The Audit Committee will review and assess the adequacy of this written charter annually and
recommend changes to the Board of Directors when necessary. The Audit Committee will report its
activities to the full Board of Directors on a regular basis and make such recommendations to the Board
of Directors as the Audit Committee may deem necessary or appropriate.

The Audit Committee shall be entitled to rely on (i) those persons and organizations within and outside
the Company that it receives information from and (ii) the accuracy of the financial and other information
provided to the Audit Committee by such persons or organizations absent actual knowledge to the
contrary (which shall be promptly reported to the Board of Dlrectors)

Membershnp Requirements

The Audit Committee members will be appeointed by the Board of Directors. The Committee shall be
comprised of three or more members as determined by the Board of Directors. Each member must meet
the following: conditions: (i) be independent as defined under Rule 4200(a)(15) of The Nasdag Stock
Market, Inc. (except as set forth in Rule 4350 (d)(2)(B)); (ii) meet the criteria for independence set forth
in Rule 10A-3(b)(1) under the Securities Exchange Act of 1934 (subject to.the exemptions provided in
Rule 10A-3(c)); (iii) not have participated in the preparation of the financial statements of the Company
or any current subsidiary of the Company at any time during the past three years; and (iv) be able to read
and understand fundamental financial statements, including the Company’s balance sheet, income
statement, and cash flow statement. Additionally, the Company must have at least one member of the
Audit Committee who has past employment experience in finance or accounting, requisite professional
certification in accounting, or any other comparable experience or background which results in the
individual's financial sophistication, including being or having been a chief executive officer, chief
financial officer or other senior officer with financial oversight responsibilities. ‘The composition of the
Audit Committee and its independence will be reviewed periodically by the Board of Directors. A
member shall promptly notify the Audit Committee and the Board of Directors if the member no longer
meets applicable independence réquirements.

The Board of Directors shall elect or appoint a chairperson of the Audit Commitiee (or, if it does not do
s0, the Audit Committee members shall elect-a chairperson by vote of a majority of the full Audit
Committee); the chairperson will have authority to act on behalf of the Audit Committee between
meetings.
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Meetings

The Audit Committee will meet at least four times per year on a quarterly basis or more frequently as
circumstances require. Minutes of all meetings will be maintained and will be approved by the Audit
Committee. One or more meetings may be conducted in whole or in part by telephone conference cail or
similar means if it is impracticable to obtain the personal presence of each Audit Committee member.

The Audit Committee may request, and the Company shall make avaitable, any officer or employee of the
Company (including any member of the internal audit or accounting staff), the Company's inside or
outside counsel, independent auditors or other individuals or entities (whether or not employed by the
Company and including any corporate governance employees and individuals or entities performing
internal audit services as independent contractors) to attend a meeting of the Audit Committee or to meet
with any members of, or consultants to, the Audit Committee.

Duties and Responsibilities

The independent auditors must report directly to the Audit Committee. The Audit Committee is directly
responsible for the resolution of disagreements between management and the auditor regarding financial
reporting.

The Audit Committee will be directly responsible for the appointment, compensation, retention and
oversight of the work of any registered public accounting firm engaged for the purpose of preparing or
issuing an audit report or performing other audit, review or attest services for the Company. The Audit
Committee shall ensure its receipt from the independent auditors of a formal wnitten statement delineating
all relationships between the auditor and the Company, consistent with Independence. Standards Board
Standard 1, and shall actively engage in a dialogue with the auditor with respect to any disclosed
relationships or services that may impact the objectivity and independence of the auditor. The Audit
Committee shall take, or shall recommend that the full Board of Directors take, appropriate action to
oversee the independence of the outside auditor.

The Audit Commitiee shall established a policy regarding pre-approval of atl audit and non-audit services
provided by the independent auditor.

The Chairman of the Audit Committee -and the Audit Committee Financial Expert (as defined in
applicable SEC regulations) shall review the Company's Annual' Report on Form 10-K and Quarterly
Report on Form 10-Q prior to management's filing of the document with the SEC.

If no other committee of the Board of Directors has been delegated with the responsibility of reviewing
and approving related party transactions. for potential conflict of interest, the Audit Committee shall
conduct such review and approval. :

The Audit Committee will prepare an audit committee report as required by the SEC, for inclusion in the
~ Company's annual proxy statement.

The Audit Committee will review with management and its independent auditors the content and the basis
for reports, issued to comply with the laws and regulations required under the Federal Deposit Insurance
Corporation Improvement Act of 1991 (FDICIA).

The Audit Committec will review with management and compliance officer(s) the Company's compliance

with laws and regulations, including the laws and regulations relating to safety and soundness designated
by the FDIC and appropriate federal banking agency.
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The Audit Committee shall make such other recommendations to the Board on such matters, within the

scope of its function, as may come to its attention and which in its discretion warrant consideration by the
Board of Directors.

The Audit Committee shall perform (i) any other functions required by applicable laws, rules, regulations
or listing requirements and (ii) such other duties and responsibilities as may be assigned 1o the Audit
Commintee from time to time by the Board of Directors.

Authorization of the Company’s Whistleblower’s Policy

The Audit Committee shall establish procedures for (i) the receipt, retention, and treatment of complaints
received by the Company regarding accounting, internal accounting controls, or auditing matters, and (ii)

the confidential, anonymous submission by Company employces of concerns regarding questionable
accounting or auditing matters,

Delegation

Any dutics and responsibilities of the Audit Committee, including, but not limited to, the authority to
preapprove all audit and permitied non-audit services of the auditor, may be delegated to one or more
members of the Audit Committee or a subcommirntee of the Audit Committee. The decisions of any
member to whom authority is delegated to preapprove an audit or permitted non-audit service of the
auditor shall be presented to the full Audit Committee at each of its scheduled meetings.

Other

The Audit Committee shall have the resources and authority appropriate to discharge its responsibilities,
including the authority to engage outside auditors for special audits, reviews and other procedures and to
retain special counsel and other advisors, experts or consultants, as it determines necessary 10 carry out its
duties. The Audit Committee will determine the extent of funding necessary for the payment of (1)
compensation to any registered public accounting firm engaged for the purpose of preparing or issuing an
audit report or performing other audit, review or attest services for the Company; (2) compensation to any
advisors retained by the Audit Committee; and (3) the ordinary administrative expenses of the Committee
that are necessary or appropriate in carrying out its duties, all of which will be provided by the Company.

Limitations

The Audit Committee is responsible for the duties and responsibilities set forth in this charter, but its role
is oversight and therefore it is not responsible for either the preparation of the Company’s financial
statements or the auditing of the Company’s financial statements. The members of the Audit Committee
are not employees of the Company and are not required to be accountants or auditors by profession or
experts in accounting or auditing. The management of the Company has responsibility for preparing the
Company's consolidated financial statements and implementing internal controls and the independent
auditors have the responsibility for auditing the financial statements and monitoring the effectiveness of
the internal controls, subject, in each case, to the oversight of the Audit Commitiee described in this
charter. The review of the financial statements by the Audit Committee is not of the same character or
quality as the audit performed by the independent auditors. The oversight exercised by the Audit
Committee is not a guarantee that the financial statements will be free from mistake or fraud. In carrying
out its responsibilities, the Audit Committee believes its policies and procedures should remain flexibie in
order to best react to a changing environment.
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